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This 1995 $200 gold coin, designed by artist John Mantha, celebrates the Canadian tradition of 
producing maple syrup. Canada’s First Peoples taught the early colonists how to gather the sap from 
the sugar maple and boil it down to produce syrup and sugar. Sugaring off soon became a Canadian 
rite of spring, and the traditional family-operated sugar bush is still an important part of this unique 


agricultural industry. 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Malcolm Knight, Charles Freedman, Paul Jenkins, 
Sheryl Kennedy, and Pierre Duguay. 


Over the past decade, Canada has made major 
economic strides. We now have a solid anchor 
for monetary policy, and inflation expectations 
are well grounded. .. . The inflation target and a 
floating exchange rate work well together— 
indeed, they reinforce each other. This approach 
has worked extraordinarily well for us. ... And 
we expect that it will continue to provide the 


foundation for a prosperous future. 


David Dodge 


Governor, Bank of Canada 
20 February 2002 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consist- 
ent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The target 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001. In this last case, the extension was to the end of 2006. Monetary pol- 
icy will continue to aim at keeping future inflation at the 2 per cent target 
midpoint of the range, both to maximize the likelihood that inflation stays 
within the target range and to increase the predictability of inflation over 
the longer term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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1. INTRODUCTION 


At the time of last November’s Monetary Policy Report, two 
issues dominated the analysis: the global economic slowdown and 
the fallout from the September terrorist attacks. The Bank’s Janu- 
ary 2002 Update described geopolitical developments as having 
evolved positively and consumer confidence as having improved. 
The most likely outlook projected for the Canadian economy in 
the Update was modest growth in the first half of the year, fol- 
lowed by a significant pickup in the pace of activity as the year 
progressed. The downside risk of sluggish growth persisting 
throughout 2002 was countered on the upside by the possibility of 
robust growth early in the year if confidence levels were restored 
quickly. 

Recent information indicates that the recovery in the Canadian 
economy began sooner and has been considerably stronger than 
anticipated in January. With confidence returning quickly, stimu- 
lus from both monetary and fiscal policy has led to strong growth 
in consumption expenditures and new residential construction. 
Canadian exports have also been stronger than anticipated, as a 
result of greater-than-expected growth in the United States. The 
growth in final sales in the fourth quarter of last year was met 
largely out of inventories, a situation that is underpinning produc- 
tion in early 2002. 

With stronger aggregate demand growth in the fourth quarter 
of last year and in the first quarter of 2002, levels of activity are 
higher than anticipated, implying that the economy is operating 
with less excess supply than was previously expected. Core infla- 
tion in early 2002 is also somewhat above our earlier projections. 

While a strong economic recovery appears underway, there are 
still uncertainties in the outlook, most notably how quickly and 
strongly business fixed investment will rebound, and how politi- 
cal developments in the Middle East may affect crude oil prices 
and the global economy. 

The challenge for monetary policy over the remainder of this 
year and through 2003 is to help the economy move back to, and 
then sustain, levels of production at capacity by taking actions 
aimed at achieving the Bank’s 2 per cent target for inflation con- 
trol. This means reducing, in a timely and measured manner, the 
substantial amount of monetary stimulus now in place. 


This report includes information received up to the fixed announcement date on 
16 April 2002. 


Since last autumn, core 


inflation has, on average, 


been close to the 2 per 
cent midpoint of the 
2ank’c t+ ‘op al aoe 
Bank’s target range... 
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2. RECENT DEVELOPMENTS IN INFLATION 


Since last autumn, core CPI inflation has, on average, been close 
to the 2 per cent target midpoint of the Bank’s 1 to 3 per cent infla- 
tion-control range. The rate of increase in the total CPI has fallen 
sharply to below 2 per cent, reflecting the marked declines in 
world energy prices over the past year. 


Inflation and the target range 


Core inflation, which had hovered around 2.3 per cent from 
the spring to the autumn of 2001, decreased to around 1.7 per cent, 
on average, over the November-January period, before rising back 
to 2.2 per cent in February (Chart 1).! Other measures of the trend 
rate of inflation were lower than or equal to the core rate 
(Chart 2). 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


Target range 


1 


Total CPI 


Target midpoint 


Core ‘CPI 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


The February level of core inflation, at 2.2 per cent, was some- 
what higher than expected. Part of this surprise reflected a change 
in the timing of certain seasonal price increases (for such items as 


1. The core measure of CPI inflation that the Bank has been using since 
May 2001 excludes the eight most volatile components of the CPI and adjusts 
the remaining components to remove the effect of changes in indirect taxes. 
The eight most volatile components are fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and mortgage-interest costs. 
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Chart 2 
Core CPI and Statistical Measures of the Trend Inflation Rate 


Year-over-year percentage change 


— 


Target range 


| 


Target midpoint 


CPIXFET** 
Core CPI 


1998 1999 2000 2001 2002 


* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


clothing and footwear and certain travel-related services) and is 
therefore expected to reverse soon.” Another factor was the effect 
on food prices of the depreciation of the Canadian dollar over the 
past two years. With the economy still estimated to be in a posi- 
tion of modest excess supply, core inflation is expected to decline 
in coming months to just below 2 per cent. 

The 12-month rate of increase in the total CPI was 1.5 per cent 
in February, down markedly from 2.6 per cent in September. This 
drop stemmed mainly from the sizable decline in the prices of oil 
and natural gas from the high levels of a year ago. 

The prices of non-energy commodities, after declining mark- 
edly in the second half of 2001 because of weaker global demand, 
have begun to pick up (Chart 3). Buoyant demand contributed to 
substantial gains in lumber and cattle prices,’ while production 
cutbacks and indications of recovering world demand have led to 
improved prices for base metals. 


2. An additional, though expected, factor behind the temporary rise in the 
core rate in February was the unusually low electricity prices of a year ago. 
These were the result of a temporary provincial government credit program 
for customers in British Columbia, which had a downward impact on electric- 
ity prices in February and March of 2001. 


3. Also contributing to upward pressure on lumber prices were production 
cutbacks resulting from the imposition of duties on exports of softwood lum- 
ber to the United States. 


.. while the rate of 


increase in the total CPI 


has fallen sharply 


An economic recovery is 
underway in both the 
United States and 
Canada. 


Household spending in 
Canada has strengthened 
considerably since last 
autumn... 
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Chart 3 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


Factors at work on inflation 


Aggregate demand 


During the last quarter of 2001 and the first quarter of 2002, 
Canada’s economy expanded at a considerably brisker pace than 
was projected in the November Report. As a result, the Bank’s cur- 
rent estimate of the output gap in the first quarter of 2002 is 
smaller than had been anticipated. 

Following a contraction in the third quarter, U.S. economic 
activity picked up in the final quarter of 2001 (Chart 4). Towards 
year-end, U.S. household spending strengthened significantly in 
response to low interest rates, strong financial incentives on motor 
vehicle purchases, and a recovery in consumer confidence. At the 
same time, government spending grew robustly, supported by an 
acceleration in the pace of military spending. These developments 
were partly offset by a further decline in business investment and 
by firms continuing to liquidate inventories rapidly. 

Canada’s real GDP, after falling slightly in the third quarter, 
grew at a 2 per cent annualized rate in the fourth quarter of 
2001—in marked contrast to the projection of no change at the 
time of the last Report and in the January 2002 Update (Chart 5). 
The substantial amount of monetary stimulus that has been pro- 
vided and recent government measures to improve national secu- 
rity have contributed to a restoration of consumer confidence and 
a strong increase in household spending on goods and services 
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Chart 4 
Real Gross Domestic Product for the United States 


Quarter-over-quarter 
percentage change 
at annual rates 


Year-over-year 
percentage change 


Chart 5 


Gross Domestic Product in Constant Dollars for Canada 


Quarter-over-quarter 


percentage change A Year-over-year 
at annual rates percentage change 


init 


and on new housing since last September’s tragic events (Chart 6). 
Marked gains in real incomes, partly reflecting earlier tax cuts, as 
well as special financing incentives for motor vehicle purchases, 
have also boosted household spending. 

Moreover, the significant inventory correction in the fourth ... with the recent 
quarter and the recent resumption of growth in export volumes as_ inventory correction and 
a result of renewed economic expansion in the United States point renewed export growth 
to a recovery that is well underway (Technical Box 1). Together pointing to continued 
with strong employment gains in the first quarter of 2002, this economic expansion. 
suggests that Canadian real GDP growth in the first quarter will be 


The Canadian economy 
was in a position of 
excess Su] 
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Chart 6 
Consumer Confidence 


Year-overt-year 


1991 = 100 percentage change 


0) 
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Index of 
[consumer attitudes * 
(left scale) 
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A 
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~ Household 
spending** 
(right scale) 
90 
85 
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


* Source: Conference Board of Canada, Index of Consumer Attitudes (last data point 2002Q1) 
** Expenditures in constant dollars on consumer goods and services plus housing 


about 4 1/2 per cent, much stronger than anticipated at the time of 
the January Update. 


Estimated pressures on capacity 


Most indicators confirm that the Canadian economy moved 
into a position of excess supply during 2001. The marked slow- 
down in real GDP growth last year was reflected in a rise in the 
unemployment rate as well as in a substantial drop in the length 
of the work week. Statistics Canada’s measured rate of capacity 
utilization in the non-farm, goods-producing sector in the fourth 
quarter of 2001 was well below normal levels. This lack of pres- 
sure on capacity, including pressure from labour shortages, was 
also confirmed by the Bank’s most recent survey of firms. 

The Bank’s current estimate of its conventional measures of 
potential output and the output gap suggests that the amount of 
economic slack increased in the fourth quarter of 2001 to about 
1 per cent of potential output.* It is the Bank’s judgment, after 
considering all the indicators, that the economy was in a position 
of somewhat greater excess supply than the conventional estimate 
would suggest. 


4. Such estimates are subject to a wide range of uncertainty, as shown by the 
confidence intervals in Chart 7. 
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Technical Box 1 
The Current Economic Cycle in Canada 


Cuts in business spending on fixed capital and inventories were a significant factor in 
Canada’s recent economic slowdown. Expected changes in these spending categories 
should contribute importantly to the renewed growth in the economy over the near term. 

In the rapid expansion that followed the Asian crisis and preceded the recent slow- 
down, final demand from both domestic and external sources grew strongly. This 
demand was met by substantial increases in both domestic production and imports. 
Firms invested heavily in fixed capital at that time, but allowed inventories to fall in rela- 
tion to sales. 

The slowing in economic growth in Canada since the third quarter of 2000 stemmed, 
to a considerable extent, from the marked easing in demand growth in the U.S. economy, 
reflecting the close trade linkages between the two countries. The resulting increase in 
excess capacity and in inventory levels in relation to sales subsequently led firms to cut 
investment in both inventories and fixed capital—particularly machinery and equipment. 
Not only was the pace of expansion of Canada’s production scaled back over this period, 
but Canada’s demand for foreign products was also curtailed sharply. 

These cuts in business spending, while a substantial drag on Canada’s economic 
growth towards the end of 2001, helped to set the stage for a robust pace of expansion. 
With the recent recovery in U.S. demand for Canadian products and strong growth in 
household spending in Canada, inventory imbalances are being rapidly corrected. Firms 
are thus expected to reduce their stocks at a slower pace in the first half of 2002, and this 
in itself will constitute a significant stimulus to the growth of production over the near 
term. Reductions in business investment are also likely to be smaller in the first half of 
2002, partly reflecting expectations that the amount of excess capacity is beginning to 
decrease. Cutbacks in capital spending should therefore exert a smaller drag on Canada’s 
economic growth during this period than in the last quarter of 2001. 


Contribution to Real GDP Growth in Canada 
(Percentage points) 


l Pies > T eee —— ] 3 ——— - oy 
Contributing Average Average 200104 Average 2002Q1 
factor*: 1998Q3- 2000Q4— 2000Q4— (estimate) 

200003 200103 200104 | 
Consumption Z0 0.8 24 2 Ae) 
Housing 2 Or 0.9 0.3 1.0 || 
Business fixed 0.9 0.2 -3.3 -0.5 -1.2 
investment | 

L a 
Government 0.6 0.6 0.7 0.6 1.0 
Exports | 37 24 0.8 oe, 33 | 

4 < Ea eee 
Imports ay 27 6.0 3.4 -2.5 | 
é ——t : aera aere emcee 
Inventory investment 0.2 -1.3 -3.8 -1.8 0.6 
| as s ae p (i SOROS = = ( ROE Baia =e SERIE J | 
|| Real GDP growth % 4.9 0.8 pA 1.0 | 4.5 I! 


L 


a. The numbers in the table reflect the percentage-point contribution of the item indicated in the row to the 
growth rate of real GbP for the period indicated in the column heading. The sum down the columns should equal 
the growth rate shown at the bottom, subject to a rounding error. Note that an increase in imports constitutes a 
negative contribution to aggregate growth. 


cig 


... but the amount of 
slack has begun to 
diminish. 


The rise in both labour 


productivity and unit 
labour costs was 2 per 
cent at year-end. 
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In the first quarter of 2002, with economic growth now esti- 
mated to be above the economy’s potential growth rate, the 
amount of slack diminished somewhat (Chart 7). This contrasts 
with earlier projections of a further increase in excess supply in 
the first half of 2002. 


Chart 7 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, SO per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the first quarter of 2002 is based on a projected rise in output of 4.5 per cent 
(at annual rates) for the quarter. 


Cost control 


The underlying rate of increase in average labour compensa- 
tion has been in the 3.5 to 4 per cent range recently, based on both 
the average hourly earnings of permanent workers and labour 
compensation per person-hour in the business sector (Charts 8 
and 9). On a year-over-year basis, labour-productivity growth in 
the business sector increased to 2 per cent in the final quarter of 
2001, as hours worked adjusted markedly to the slowdown in eco- 
nomic growth. As a result, the year-over-year increase in unit 
labour costs in the business sector was 2 per cent at the end of 
2001 (Chart 9). Year-over-year growth in labour productivity is 
expected to remain near 2 per cent in the first quarter of 2002. 
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Chart 8 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 


of permanent workers* 
(year-over-year percentage change) 


Private sector** 


Public sector** 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


* Source: Labour Force Information, last data point plotted = March 2002 
** Source: Human Resources Development Canada, last data point plotted = February 2002 


Chart 9 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation per 


person-hour* 
Output per 


person-hour 


We 


Unit labour costs 


1993 1994 1995 1996 1997 1998 1999 2000 2001 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 
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3. FINANCIAL DEVELOPMENTS 


Policy actions 


The Bank of Canada reduced the target for the overnight rate 
by 50 basis points on 27 November 2001 and by 25 basis points on 
15 January 2002, bringing the cumulative reduction since January 
2001 to 375 basis points (Chart 10). These policy actions came in 
response to weak current and expected domestic activity and the 
consequent downward pressures on future inflation. 


Developments in the 
target for the overnight 
rate since the November 
Report: 


27 November—down 
50 basis points to 
2.29 per cent 


Chart 10 


15 January—down 25 basis 


points to 2.00 per cent 90-Day Commercial Paper Rate, Target for the Overnight Rate, 


and Target for the Federal Funds Rate 
5 March—no change 


16 April—up 25 basis 
points to 2.25 per cent 


Target for 
the overnight rate 


90-day 


Target for the commercial 
U.S. federal funds rate } paper rate 


On 5 March, the Bank held the target for the overnight rate at 
2.0 per cent, a decision consistent with the release of data indicat- 
ing that economic conditions in Canada were improving. 


Financial markets have On 16 April, the Bank raised the target to 2.25 per cent, mod- 
broadly anticipated estly reducing the amount of monetary stimulus in the economy, 
recent central bank in the light of information that a robust recovery appears to be 
policy decisions. underway. 


These policy decisions had been broadly anticipated by finan- 
cial markets. 

In the United States, the Federal Reserve lowered its target for 
the federal funds rate by 50 basis points on 6 November 2001 and 
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by 25 basis points on 11 December 2001, bringing the total reduc- 
tion since January 2001 to 475 basis points. On 30 January 2002 
and 19 March, the Federal Reserve decided to leave the target rate 
unchanged at 1.75 per cent. At its 19 March meeting, the Fed also 
altered its assessment of the risks to the outlook, stating that they 
were now balanced with respect to the prospects of price stability 
and sustainable economic growth. 

Yield curves in Canada and the United States have shifted 
upwards compared with last October (Chart 11). With economic 
activity firming, current levels of futures contracts indicate that 
financial market participants expect the Federal Reserve and the 
Bank to raise their respective target rates in coming months. Since 
the long-term rate reflects the average of expected future short- 
term rates, the current slope of the yield curve, with the short- 
term rate well below the long-term rate, also incorporates an 
expectation of rising short-term rates. Shifts in the slope of the 
yield curve since 1999 have largely reflected the upward and 
downward movements in short-term rates, since long-term rates 
have been much more stable than in the past, largely owing to 
well-anchored inflation expectations (Technical Box 2). 


Chart 11 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 


Canada 
(16 April 2002) 
Canada 
(25 October 2001) 


United States 
(25 October 2001) 


gee United States 
(16 April 2002) 


PRE Sine, Syr. Tyr. 10yr. 


Months or years to maturity 


1D 


Financial markets are 
now pricing in a rise in 
short-term interest rates. 


Long-term rates have 
been relatively stable 
because of well-anchored 
inflation expectations. 
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Technical Box 2 
Long-Term Interest Rate Volatility and Inflation Expectations 


In recent years, the interest rate on long-term government bonds in Canada has 
shown relatively little sensitivity to variations in short-term interest rates. Despite sub- 
stantial changes to the target for the overnight rate since the middle of 1997, long-term 
interest rates have been relatively steady, in a range of about 2 percentage points. This 
is a sharp contrast to the situation that prevailed in the early 1990s, when short- and 
long-term rates were more closely linked. 

The decline in the volatility of long-term rates is partly attributable to the stability 
of long-term inflation expectations.’ A comparison of expectations of long-term infla- 
tion in recent years with those of the first half of the 1990s reveals that they are now 
far more stable. Expectations regarding long-term inflation gradually adjusted to the 
inflation-targeting regime adopted in February 1991, and they are now solidly 
anchored at the 2 per cent target. This partly reflects the credibility of the Bank of Can- 
ada’s commitment to ensuring that inflation is low, stable, and predictable. 

From a macroeconomic perspective, the declining volatility in long-term interest 
rates in Canada has many benefits.” It reduces uncertainty, simplifies long-term finan- 
cial planning, and facilitates investment by households and businesses. 


Short- and Long-Term Interest Rates Long-Term Interest Rate 
and Inflation Expectations 


3-month 10-year 
/\ treasury bill rate i interest rate 
pert \ (left scale) 

\ Long-term 
inflation 
expectations* 
(right scale) 


oi 


1991 1995 1990 1992 1994 1996 1998 2000 2002 


10-year 
interest rate 


* Source: Consensus Economics Inc. 


1. Canada’s improved fiscal situation has also contributed to stability in long-term inter- 
est rates. 
2. This issue is examined in Stuber (2001). 
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Exchange rate and monetary conditions 


On a trade-weighted basis, the Canadian dollar is broadly 
unchanged since last November. Through late December and Jan- 
uary, the Canadian dollar depreciated against the U.S. dollar, and it 
has been relatively stable since then. It has appreciated against 


other currencies over the period (Chart 12). 


Since November 2001, the Bank’s monetary conditions index has 
fluctuated in a range between -11.38 and -10.30. The index is cur- 


rently at a level similar to that of last November (Chart 13). 


Chart 12 
Canadian Dollar Exchange Rate 


1992 = 100 Wednesdays U.S. cents 


105 


Canadian dollar index 
vis-a-vis C-5 currencies** 
(left scale) 


Canadian dollar index 
vis-a-vis C-6 currencies* (left scale) 


Closing spot exchange rate 
vis-a-vis U.S. dollar (right scale) 


1998 1999 2000 2001 2002 


* C-6 currencies: U.S. dollar, euro, yen, U.K. pound, Swedish krona, and Swiss franc 
** C-5 currencies: excludes U.S. dollar 


Chart 13 


Monetary Conditions Index 
Wednesdays, January 1987 = 0 
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Overall, business-credit 
conditions have improved 


since last autumn. 


Business credit growth 


has been slow... 
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Other financial developments 


Other financial developments are consistent with signs of eco- 
nomic recovery. 

Overall, business-credit conditions have become more favoura- 
ble since last autumn despite some adverse financial develop- 
ments, including high-profile corporate bankruptcies in North 
America. In the bond market, this improvement has been reflected 
in a decline in the spreads between interest rates on corporate 
bonds and those on government bonds from their peaks in 
November (Chart 14). Conditions in Canadian markets for com- 
mercial paper remain relatively stable, while banks have become 
somewhat more cautious since last November in their lending 
practices with riskier borrowers. 


Chart 14 


Yield on Corporate Bonds Minus Yield on Government Bonds 


Long-term BBB - government 


Mid-term BBB - government 


Long-term AA - government 


The Toronto Stock Exchange, which posted a sizable decline 
after 11 September, is now about 20 per cent higher than the 
trough recorded last September. These gains reflect less uncer- 
tainty and brighter expectations for the economy among investors. 

Growth of business credit has slowed further since the last 
Report (Chart 15), with short-term business credit, especially bank 
loans, down over the period. Bonds and, to a lesser extent, equi- 
ties have been the main sources of new business financing. Slow 
growth in business borrowing is consistent with reduced financing 
needs for inventory and other business investment, as well as with 
firms paying down their short-term debts. It is also consistent 
with tighter conditions on bank lending, as would be expected at 
this point in the business cycle. 
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Chart 15 


Business and Household Credit 
Year-over-year percentage change 


Business 


Household 


My 


MN 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


In contrast, growth in household credit has been robust and... while growth in 
higher than growth in personal disposable income. This reflects /iousehold sector credit 
the strength in household spending, most notably on housing and _hias been relatively 
consumer durables. As a result, continued borrowing has led toa = robust. 
further rise in the ratio of household debt to personal income, 
although at a slower pace than in the past. Furthermore, this rise 
has been largely matched by increases in assets, and with the cur- 
rent low level of interest rates, the share of personal income allot- 
ted to debt service is well below historical averages. 


ie 


The U.S. economy has 
rebounded faster than 
had been expected last 
autumn. 


Prospects for economic 
expansion have also 
strengthened in other 
industrialized countries. 


Prices for non-energy 
commodities are projected 
to increase further. 
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4. [HE OUTLOOK FOR INFLATION 


International background 


In the United States, economic conditions are improving at a 
significantly faster pace than was expected in the November 
Report. Several developments suggest that a recovery is underway. 
Spending on information technology has stabilized after about a 
year of decline, and production is recovering, aided by the near 
completion of the inventory correction. Overall, consumption 
spending and housing investment have been robust, supported by 
significant amounts of fiscal and monetary stimulus (Technical 
Boxca): 

U.S. real GDP growth in the first half of this year is thus 
expected to average about 4 per cent, which is significantly 
stronger than projected in the November Report. Given the 
strength in consumption, housing, and inventory investment early 
in the year, GDP growth in the second half of 2002 is likely to slow 
to about 3 1/4 per cent. 

On an annual average basis in 2002, U.S. economic growth 
would thus be about 2 1/2 per cent, compared with the projection 
of 1 per cent in the November Report. In 2003, economic growth is 
expected to average about 3 1/2 per cent. 

Prospects for economic expansion have also strengthened in 
other industrialized countries. In Europe, production indicators 
point to a turnaround in economic activity, supported by the ear- 
lier easing in monetary conditions and the strengthening U.S. 
economy. Growth in the major European economies is expected to 
be close to 1 1/4 per cent on an average annual basis in 2002, and 
to rise to about 3 per cent in 2003, as activity gathers momentum. 
In Japan, ongoing structural difficulties could lead to a further 
economic contraction in 2002 of about 1 1/2 per cent. However, 
economic activity in Japan could pick up modestly by about 
1 per cent in 2003, aided by the U.S. recovery and easier monetary 
conditions. 

Growth prospects for emerging-market economies should 
improve as global demand picks up. Indeed, a recovery appears to 
have already started in the Southeast Asian countries. In addition, 
the impact of the Argentine default on other emerging-market 
economies has been limited. 

The projected recovery in world economic growth should con- 
tribute to substantial increases in the U.S.-dollar price of non- 
energy commodities through the next two years. This strengthen- 
ing demand is expected to underpin the prices of crude oil and 
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Technical Box 3 
The Current Economic Cycle in the United States 


By the standards of the past 25 years, the most recent recession in the United 
States was quite mild. The slowdown was so moderate that there has been some 
debate among economists as to whether it qualifies as a recession! 

The U.S. recession in 2001 bore some similarities to past recessions, but there were 
also marked differences. Rapid growth in the late 1990s and 2000 and a testing of 
capacity limits led the Federal Reserve to increase interest rates to counter potential 
inflationary pressures and put the economy on a more sustainable growth path. In 
addition, rising oil prices were a drag on economic activity. These factors, in conjunc- 
tion with the bursting of the information technology bubble and lower equity prices, 
led to a sharp reduction in investment and a substantial inventory correction. While 
the retrenchment of investment and inventories in this recession was typical of past 
experience, the driving factors were somewhat different. 

The latest U.S. recession was the mildest on record. One important reason for this 
was the Federal Reserve’s response in an environment of relatively low and stable 
inflation. In the past, when inflation was high, the Fed generally waited for clear signs 
that inflation pressures were abating before lowering interest rates. This time, the Fed 
began lowering its policy rate as signs of the slowdown emerged, and reduced its tar- 
get rate more rapidly than usual throughout its duration. With inflation expectations 
well anchored, bond markets priced in a slowdown well before the Federal Reserve 
began lowering its policy rate. 

The decline in long-term interest rates led to a significant decrease in mortgage 
rates. Home sales remained strong through 2001, and house prices continued to rise. 
This allowed households to refinance and increase their mortgages at lower rates. The 
strength of housing prices also mitigated the impact of the sharp fall in equity prices 
on household wealth. 

Households relied on lower mortgage payments and home-equity loans to main- 
tain their consumption expenditures. A further boost to consumption came from fiscal 
stimulus and from aggressive sales incentives in the auto sector. These developments 
contributed to remarkably resilient household consumption—consumer spending 
actually rose throughout this recession, in sharp contrast to previous recessions. 

Owing to the strength of consumption, real output declined only marginally 
despite the rapid and pronounced reduction in investment and the sharp inventory 
correction. Hours worked, on the other hand, declined in line with historical experi- 
ence. As a result, productivity increased throughout the recession, although at a 
slower pace than in the late 1990s. This is perhaps the most striking aspect of this 
recession, since productivity growth fell sharply in past recessions. 


1. The National Bureau of Economic Research (NBER), which is the arbiter of business 
cycles in the United States, declared that a recession began in March 2001. The NBER 
defines a recession as “a significant decline in activity spread across the economy, lasting 
more than a few months, visible in industrial production, employment, real income, and 
wholesale-retail sales.” 
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natural gas over the remainder of this year. Additional uncertainty 
about the path of energy prices over the near term has resulted 
from recent political developments in the Middle East. 


Aggregate demand and supply in Canada 


In Canada, economic growth in the first half of 2002 is 
expected to average between 3 1/2 and 4 1/2 per cent on an annu- 
alized basis, markedly higher than was projected in the last Report 
and the last Update. Growth in household expenditures, especially 
on housing and related durable goods such as furniture and appli- 
ances, will continue to contribute to economic expansion. Exports 
are expected to recover substantially in light of the anticipated 
growth of the U.S. economy. A slowing in the pace of inventory 
liquidation should also support real GDP growth over this period 
(Technical Box 1). Reductions in business investment in the first 
half are also likely to be smaller than in the last quarter of 2001, 
given that the amount of excess capacity is projected to decrease. 

With further strong expansion of the U.S. economy projected 
for the second half of 2002 and through 2003, robust growth in the 
demand for Canadian exports should continue. As well, the com- 
bination of the earlier easing in domestic monetary conditions and 
past initiatives to cut taxes and enhance national security should 
continue to support household spending. These developments 
have contributed to a recovery in business confidence and should 
prompt a pickup in business investment. Capital expenditures in 
the oil and gas sector should also start to recover, owing to the 
recent pickup in the prices of oil and natural gas. 

Real GDP in the second half of 2002 is projected to grow 
between 3 and 4 per cent, above the economy’s growth potential 
of about 3 per cent. This would produce annual average growth 
for 2002 of 2 1/4 to 3 1/4 per cent, almost 2 percentage points 
higher than projected in January. For 2003, growth on an annual 
average basis is expected to be between 3 and 4 per cent. 

Indeed, the Bank’s outlook for growth through 2002 and 2003, 
combined with the unexpected strength of real GDP at the end of 
last year, implies that the amount of economic slack should be 
absorbed faster than was anticipated at the time of the last Report. 
The amount of excess supply is therefore expected to decrease 
through 2002 and to be eliminated in the second half of 2003. 

These projections for growth in 2002 and 2003 are broadly in 
line with the latest private sector forecasts. 
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Chart 16 


Percentage Distribution of Expected Price Increases 
Over the Next Six Months 
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Source: Conference Board of Canada, Index of Business Confidence 


Measures of inflation expectations 


In the regular survey reported in the Conference Board of Can- Longer-term inflation 
ada’s spring Index of Business Confidence, 30 per cent of respond- expectations remain very 
ents expected prices, in general, to rise over the next six months at close to 2 per cent. 
an annual rate of 1 per cent or less, and 87 per cent expected a rate 
of 2 per cent or less (Chart 16). Indeed, the average private sector 
forecast for the rate of increase in the total CPI is now 1.4 per cent 
in 2002 (markedly lower than last autumn). In both cases, short- 
term expectations for the rise in the total CPI are being influenced 
by recent reductions in energy prices at the consumer level. Infla- 
tion expectations over a two-year horizon, however, continue to be 
firmly anchored well inside the Bank’s inflation-control target 
range. This has been confirmed by the latest survey of firms con- 
ducted by the Bank’s regional offices and by the average private 
sector forecast for total CPI inflation for 2003 (currently at 
2.0 per cent). Typical forecasts of longer-term inflation are also 
clustered around 2 percent. As well, the differential between 
30-year conventional and Real Return bonds is now just above 
2 per cent (Chart 17). 
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Chart 17 


30-Year Bond Yields and Inflation Expectations 
Monthly 


SS Oey 


Real Return Bonds 


Inflation forecast 
(semi-annual)** 


Bond yield differential* 


1998 1999 2000 2001 


* The differential is calculated using the appropriate compound interest formula. 
** Source: Consensus Economics Inc. 


Other factors affecting inflation 


In addition to the factors discussed above, higher import costs 
arising from the depreciation of the Canadian dollar over the past 
two years may continue to put some modest upward pressure on 
prices through 2003. The effects of higher insurance and other 
security costs following the 11 September terrorist attacks may be 
another source of modest upward pressure on prices over the next 
two years. 

Given current and anticipated conditions in labour markets, 
wage gains are expected to hold relatively steady over the next 
two years. The Bank’s latest survey of firms is consistent with this 
outlook. With productivity growth expected to remain around 
2 per cent, growth in unit labour costs should be little changed 
through 2003. 


Implications of money growth for inflation 


The growth rates of the three narrow money aggregates, M1, 
M1+, and M1++, have trended up since the November Report 
(Chart 18), but eased off somewhat in February. This increase has 
been relatively widespread across households, businesses, and 
account types. Strong money growth over this period is largely 
due to the easing in monetary conditions. Low rates of return on 
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Chart 18 


Narrow Money Growth 
Year-over-year percentage change 


Gross M1 
MIi+ 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


other assets, such as term deposits and GICs, have reduced the 
opportunity cost of holding liquid balances and have therefore 
contributed to very strong growth in the narrow money aggre- 
gates. Also contributing to strong year-over-year growth rates in 
narrow money are the high precautionary balances accumulated 
last autumn in the face of uncertainty about future income and 
stock market returns. With uncertainty diminishing, there are 
early signs that businesses and, to a lesser extent, households have 
begun to unwind these balances. To the extent that they are used 
in the future to purchase financial assets rather than goods and 
services, they are not an indication of immediate inflation pres- 
sure. 

The difficulties of distinguishing between the effects of lower 
interest rates and an increased appetite for liquidity have signifi- 
cantly increased the uncertainty surrounding forecasts of output 
and inflation based on the narrow money aggregates. As uncer- 
tainty dissipates and rates of return on other assets recover, 
growth of the narrow money aggregates will likely decline further. 
The possibility that more of the liquid balances than expected will 
be spent on goods and services, rather than reinvested in savings 
instruments, represents an upside risk to inflation. 

Growth in M2++ has been much slower and more stable than 
growth in the narrow aggregates since the last Report (Chart 19). 
This is consistent with the portfolio shifts mentioned earlier, since 
the strong growth that was seen in the transactions components 
of M2++ has been offset by declines in savings instruments such 
as term deposits and Canada Savings Bonds. Broad money is 
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Chart 19 


Core Inflation and Broad Money Growth 


Year-over-year percentage change 


Core CPI 


Ups (right scale) 


(left scale) 
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currently growing at a rate that is roughly consistent with infla 
tion of 2 per cent. | 


Inflation projection 


With the economy expected to remain in a position of modest 
excess supply through 2002, some downward pressure on core 
inflation should persist over the remainder of the year. Several fac- 
tors will likely limit this influence, however. First, longer-term 
inflation expectations are still very close to 2 per cent. Second, cur- 
rent and projected increases in unit labour costs are also in this 
range. Finally, higher import costs arising from the past deprecia- 
tion of the Canadian dollar may put some further temporary 
upward pressure on inflation. 

With less economic slack than was expected in the last Report, 
the core rate is now projected to average just under 2 per cent in 
the second half of this year and the first half of 2003, before mov- 
ing back to 2 per cent by about the end of 2003. This would be 
consistent with the economy projected to be back to potential out- 
put in the second half of 2003. 

If crude oil prices continue to average between US$22 and 
US$26 per barrel, total consumer price inflation should stay below 
the core rate through mid-year. The Bank is projecting that total 
inflation, like core inflation, will be at 2 per cent by about the end 
of 2003. 
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5. CONCLUSIONS 


In the past several months, it has become increasingly appar- 
ent that robust economic growth is resuming in North America. 
For Canada, the outlook presented in this Report shows the econ- 
omy moving back to potential output in the second half of 2003, 
with inflation at the Bank’s 2 per cent target by the end of 2003. 

There are both upside and downside risks to this outlook. 
Given the amount of monetary and fiscal stimulus that has been 
provided, growth could be stronger than projected. It is also possi- 
ble that the growth of household spending may not be as strong as 
anticipated, to the extent that even more of the recent strength in 
spending than assumed was, in fact, borrowed from future expen- 
ditures. There is continuing uncertainty regarding the timing and 
strength of the pickup in business investment and exports, mainly 
because of the fragility of global business confidence. And politi- 
cal developments in the Middle East may continue to affect crude 
oil prices, with possible repercussions for the global economy. 

Given these factors, the task for monetary policy will be to 
gauge the strength of the economy as it approaches its capacity to 
produce, and the implications for future inflation. This means 
reducing the amount of monetary stimulus in a timely and meas- 
ured manner in order to keep inflation close to its 2 per cent tar- 
get, thereby helping to sustain economic growth at full capacity 
over the medium term. 
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MONETARY POLICY REPORT 
— April 2002 - 


Summa 


Overview 


Canada’s economic outlook has how recent political developments in 
improved significantly since the No- the Middle East could affect crude oil 
vember Monetary Policy Report. At that prices and the global economy. 


time, the uncertainties surrounding 
the global economic slowdown and 
the possible consequences of the Sep- 
tember terrorist attacks dominated the 
outlook. But economic and geopoliti- 
cal uncertainties have since dimin- 
ished amid evidence that a robust 
recovery is underway in Canada. In 
fact, the optimistic scenario laid out 
last autumn—a rapid recovery of con- 
sumer confidence leading to early, 
strong growth—appears to have mate- 
rialized. 

In light of this, the Bank began to 
reduce the substantial amount of mon- 
etary stimulus in the economy, raising 
the target for the overnight rate of in- 
terest by 25 basis points to 2.25 per cent 
on 16 April. 

Nonetheless, important risks and 
uncertainties remain. Household 
spending could be stronger than pro- 
jected because of the monetary stimu- 
lus in place. But spending could also 
be weaker than anticipated if a greater- 
than-assumed share of the recent 
strength in spending was, in fact, bor- 
rowed from future expenditures. 
There is continuing uncertainty about 
the timing and strength of the recovery 
in business fixed investment. And 
there is increased uncertainty about 


Highlights 


The outlook for the Canadian economy has 
improved significantly in the past several 
months, owing partly to the substantial 
amount of monetary stimulus provided 
during the past year. 


On 16 April, the Bank raised its target for 
the overnight rate of interest by 25 basis 
points to 2.25 per cent. 


Average annual growth for 2002 is expected 
to be in a range of 2 1/4 to 3 1/4 per cent, 
rising to between 3 and 4 per cent in 2003. 


The Bank projects that the level of produc- 
tion in the economy will return to full 
capacity in the second half of 2003. Infla- 
tion should be at the 2 per cent target by 
about the end of 2003. But there are risks to 
this projection, in both directions, from 
economic and political sources. 


As the economy approaches its capacity, 
the task for monetary policy is to gauge 
economic strength and the implications for 
future inflation. This means reducing the 
substantial amount of stimulus in place in 
a timely and measured manner. 
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Recent Economic and 
Financial Developments 


After contracting slightly in the 
third quarter of last year, the Canadian 
economy grew at an annualized rate of 
2 per cent in the fourth quarter. Cur- 
rent estimates place real GDP growth in 
the first quarter of 2002 at an annual- 
ized rate of about 4 1/2 per cent. These 
figures are markedly stronger than the 
projections in the November Report 
and the January Update. 

Several factors led to this outcome. 
The Bank eased monetary policy sub- 
stantially during the year, which 
helped support domestic demand, 
particularly in the housing and auto- 
motive sectors. From January 2001 
through January 2002, the Bank low- 
ered its target for the overnight inter- 
est rate ten times, by a total of 375 basis 
points. The tax cuts implemented at 
the start of 2001, as well as spending 
on security after last September’s ter- 
rorist attacks, also helped to boost con- 
sumer confidence. Motor vehicle 
dealers offered financing incentives, 
which stimulated consumer spending. 
And, with the U.S. economy recover- 
ing more quickly than expected, Cana- 
da’s exports have been stronger than 
forecast. 

With the slowdown last year, the 
economy moved into a position of 
excess supply. But with unexpectedly 
strong growth in the fourth quarter, 
the output gap is smaller than was an- 
ticipated in the November Report. 

The Bank’s conventional estimate 
suggests that the degree of economic 
slack was about 1 per cent of GDP at the 
end of 2001. After considering all indi- 
cators, the Bank’s judgment is that the 
amount of slack was somewhat greater 
than this estimate would suggest. But 
with the economy expanding strongly 
in the first quarter of 2002, the amount 
of slack has begun to diminish. 


Consumer Price Index 
Year-over-year percentage change 


Target range 


Target midpoint 


1993 1994 1995 1996 1997 1998 1999 2000 2001 


Total CPI 


2002 


* CPI excluding the eight most volatile components and the effect of changes 


in indirect taxes on the remaining components 


Core inflation fell below 2 per cent 
at the end of 2001. But at 2.2 per cent in 
February, it was somewhat higher 
than expected. Part of this surprise 
was the result of a change in the timing 
of some seasonal price increases and so 
should be reversed soon. The depreci- 
ation of the Canadian dollar over the 
past two years also had some effect on 
food prices. Total consumer price in- 
dex (CPI) inflation moved down more 
sharply than core inflation at the end 
of last year, and remained below core 
inflation in early 2002, mainly because 
of last year’s sizable decline in world 
oil and natural gas prices. 


Prospects for Growth 


With substantial monetary stimu- 
lus currently in place, household 
spending should continue to contrib- 
ute to economic growth. Increasing ex- 
ports and the reduced need for 
businesses to cut inventories should 
also act as supports, as will progres- 
sively smaller declines in business in- 
vestment. Strong employment gains 
during the first quarter should lead to 
disposable income growth and under- 
pin consumption. All told, growth in 
the first half of 2002 is expected to av- 
erage between 3 1/2 and 4 1/2 per cent 
on an annualized basis. 
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Survol de la situation 


Les perspectives de l’économie ca- 
nadienne se sont sensiblement amélio- 
rées depuis la parution du Rapport sur la 
politique monétaire de novembre dernier. 
A ce moment-la, elles étaient dominées 
par l’incertitude que soulevaient le ra- 
lentissement économique mondial et les 
répercussions possibles des attentats 
terroristes de septembre. Depuis, les 
craintes entourant l’évolution des con- 
jonctures économique et géopolitique se 
sont atténuées, et divers signes témoi- 
gnent d’une solide reprise de l’activité 
au Canada. En fait, le scénario optimiste 
que nous exposions dans le Rapport de 
novembre — a savoir un rétablissement 
rapide de la confiance des ménages qui 
donnerait lieu a une croissance robuste 
de l’économie des les premiers mois de 
2002 — semble s’étre matérialisé. 

A la lumiére de cette évolution, la 
Banque a commencé a réduire la forte 
détente monétaire en place et a relevé 
le taux cible du financement 4 un jour 
de 25 points de base le 16 avril pour le 
porter a 2,25 %. 

Toutefois, certains risques et certaines 
incertitudes de taille subsistent. Par 
exemple, la dépense des ménages 
pourrait étre plus vigoureuse que prévu 
en raison de l’assouplissement monétaire 
opéré antérieurement. Mais elle pourrait 
aussi étre inférieure aux attentes si son 
dynamisme récent tient encore plus 
qu’on ne le suppose a des dépenses anti- 
cipées. Par ailleurs, on ne sait toujours 
pas a quel moment s’amorcera la reprise 
des investissements fixes ni quelle sera 
son ampleur. Et il y a de plus en plus 
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d’incertitude quant aux répercussions 
que pourrait avoir l’évolution récente de 
la situation politique au Proche-Orient sur 
les cours du pétrole brut et sur l'économie 
mondiale. 


Government 
Publications 


Faits saillants 


Les perspectives de l’économie canadienne 
se sont considérablement améliorées ces 
derniers mois, en partie grace a l’important 
assouplissement monétaire opéré au cours 
de la derniére année. 


Le 16 avril, la Banque a relevé le taux cible 
du financement a un jour de 25 points de 
base, pour le porter a 2,25 %. 


Le taux de croissance pour l’année devrait 
se situer dans une plage de 2 1/4 a 3 1/4 % 
en 2002 puis augmenter pour s’établir entre 
3 et 4 % en 2003. 


La Banque prévoit que l’économie tournera 
de nouveau a plein régime au deuxieme 
semestre de l’an prochain et que l’inflation 
se chiffrera a 2 %, le taux qu’elle vise, vers la 
fin de 2003. Mais des risques, a la hausse 
comme a la baisse, liés a l’évolution écono- 
mique et politique pesent sur ces projections. 


Les autorités monétaires devront évaluer la 
vigueur affichée par l'économie a mesure 
qu’elle s’approchera des limites de sa capa- 
cité, ainsi que les conséquences sur |’infla- 
tion future. Il faudra, en temps opportun et 
avec mesure, réduire la forte détente moné- 
taire en place. 
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L’évolution économique et 
financiere récente 


Apres s’étre légerement contractée 
au troisieme trimestre de 2001, l’activité 
économique au Canada a cri de 2 % en 
rythme annuel au trimestre suivant. 
Selon les estimations actuelles, le taux de 
croissance annualisé du PIB réel s’établi- 
rait a environ 4 1/2 % au premier trimes- 
tre de 2002. Ces chiffres sont bien supé- 
rieurs 4 ceux avancés dans le Rapport 


Indice des prix 4 la consommation 
Taux de variation sur douze mois 


Fourchette cible IPC global 
Point médian de 


la fourchette cible 


Indice 
de référence* 


de novembre dernier et la Mise a jour de 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 
janvier 2002. 
Plusieurs facteurs expliquent ce re- 


* Indice excluant les huit composantes les plus volatiles de l’IPC et l’effet des 
modifications des impéts indirects sur les autres composantes 


virement. La Banque a considérablement 
assoupli les conditions monétaires durant 
l’année, ce qui a contribué a soutenir la 
demande intérieure, particulierement au 
titre des logements et des véhicules auto- 
mobiles. De janvier 2001 a janvier 2002, 
elle a réduit le taux cible du financement 
a un jour a dix reprises, lui retranchant 
au total 375 points de base. Les baisses 
d’impéts mises en ceuvre au début de 
2001 et les dépenses consacrées a l’amé- 
lioration de la sécurité au pays dans la 
foulée des attentats terroristes de sep- 
tembre ont aussi aidé au rétablissement 
de la confiance des consommateurs. Les 
dépenses de ces derniers ont également 
été stimulées par les incitatifs financiers 
offerts par les concessionnaires de véhi- 
cules automobiles. En outre, a la faveur 
du redressement plus rapide que prevu 
de l’économie américaine, les exporta- 
tions canadiennes ont été plus vigoureuses 
que ce qui avait été projete. 

Le ralentissement qui a frappé l’acti- 
vité l’an dernier a engendré une offre 
excédentaire au sein de l’économie. Mais 
comme le rythme d’expansion a été 
supérieur aux attentes au quatrieme 
trimestre, l’écart de production est moin- 
dre que ce que nous avions prévu lors de la 
rédaction du Rapport de novembre. 

L’estimation établie par la Banque a 
l’‘aide de ses mesures économétriques 
habituelles donne a penser que la marge 
de capacités excédentaires representait 
environ 1 % du PIB a la fin de 2001. Sur la 
foi de tous les indicateurs disponibles, la 
Banque est d’avis que cette marge était 
légéerement supérieure a ce que ses me- 


sures habituelles laissent entrevoir. Etant 
donné la forte croissance que connait 
l’économie au premier trimestre de 2002, 
la marge de capacités inutilisées a toute- 
fois commencé a se rétrécir. 

L’inflation mesurée par l’indice de 
référence est tombée sous les 2 % a la fin 
de 2001, mais elle est remontée a 2,2 % en 
février, ce qui est un peu supérieur aux 
projections. Cela est di, en partie, a des 
hausses de prix saisonnieres qui se sont 
produites avant l’heure et dont les effets 
devraient bient6t s’‘inverser. La dépré- 
ciation qu’a subie le dollar canadien au 
cours des deux derniéres années a aussi 
eu une incidence sur les prix des ali- 
ments. Le taux d’accroissement de l’indice 
des prix a la consommation (IPC) global a 
fléchi davantage que celui de l’indice de 
référence a la fin de 2001 et est demeuré 
inférieur a ce dernier durant les premiers 
mois de 2002, en raison surtout du recul 
important enregistré l’an dernier par les 
cours mondiaux du pétrole et du gaz 
naturel. 


Les perspectives de croissance 


A la faveur des conditions moné- 
taires fortement expansionnistes en place, 
la dépense des ménages devrait conti- 
nuer d’alimenter la croissance écono- 
mique. La relance des exportations, le 
fait que les entreprises sentent moins le 
besoin de réduire leurs stocks, de méme 
que le ralentissement du rythme auquel 
elles contractent leurs investissements, 
devraient également contribuer a soute- 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE — AVRIL 2002 


nir l’activité. Les solides gains enregis- 
trés par l’emploi au premier trimestre 
devraient favoriser l’augmentation du 
revenu disponible et des dépenses de 
consommation. En somme, nous nous 
attendons a ce que l’expansion écono- 
mique se situe en moyenne entre 3 1/2 et 
41/2 %, en taux annualisé, au premier 
semestre de 2002. 

Au second semestre, le rythme de la 
croissance s’établira, selon nos prévi- 
sions, dans une plage de 3 a 4 % et dépas- 
sera celui de la production potentielle, 
évalué a environ 3 % annuellement. La 
tournure favorable des événements de- 
puis le début de l’année a stimulé la 
confiance des entreprises et devrait don- 
ner lieu a un accroissement des inves- 
tissements de ces derniéres. La Banque 
s’attend ainsi a ce que le taux de crois- 
sance pour l’année se situe entre 2 1/4 et 
3.1/4 % en 2002 et a ce qu'il atteigne 3 a 
4% en 2003. 

L’expansion de l'économie cana- 
dienne sera aussi soutenue par le renfor- 
cement de la demande aux Etats-Unis. 
Nous prévoyons que la progression de 
l’activité dans ce pays sera de pres de 4 % 
au premier semestre de 2002, un taux 
nettement supérieur a ce qui avait été 
avancé dans la derniére livraison du 
Rapport, puis qu’elle ralentira pour se 
chiffrer a3 1/4 % au second semestre. La 
Banque estime que le rythme de crois- 
sance aux Etats-Unis s’établira 4 environ 
21/2 %, en moyenne annuelle, sur l’en- 
semble de 2002, plutét qu’a 1 % comme il 
avait été projeté en novembre. Pour 2003, 


Produit intérieur brut du Canada en dollars constants 


Taux de 


nous nous attendons a ce que ce rythme 
atteigne quelque 3 1/2 %. 

Les grandes économies européennes 
devraient croitre de prés de 1 1/4 % en 
moyenne en 2002, taux qui grimpera a 
3 % en 2003, a mesure que la reprise s’in- 
tensifiera. Au Japon, la persistance de la- 
cunes structurelles risque d’entrainer un 
nouveau recul d’environ 1 1/2 % cette 
année. Cependant, l’activité dans ce pays 
pourrait enregistrer une progression de 
quelque 1 % en 2003, a la faveur du re- 
dressement de l’économie américaine et 
de la détente des conditions monétaires. 
De nombreuses économies de marché 
émergentes donnent aussi de nets signes 
de reprise. 


Les perspectives en matiere 
d’inflation 


De facon générale, la Banque prévoit 
que l’inflation mesurée par l’indice de 
référence se situera en moyenne légére- 
ment en deca de 2 % au second semestre 
de 2002 et au premier semestre de 2003, 
puis qu’elle remontera a 2 %, le point 
médian de la fourchette de maitrise de 
l’inflation que vise la Banque, vers la fin 
de 2003. 

L’économie canadienne demeurera 
en situation d’offre légérement excéden- 
taire tout au long de 2002 et durant le 
premier semestre de 2003, ce qui aura 
pour effet d’exercer certaines pressions a 
la baisse sur l’inflation mesurée par |’in- 
dice de référence. Toutefois, comme la 
croissance affichée ces deux derniers tri- 
mestres a été plus vigoureuse que prévu, 
l’écart de production est inférieur a ce 
que nous avions escompté, et il est en 
train de se rétrécir. Par conséquent, l’offre 


Variation 
trimestrielle exprimée 
en taux annuels 


excédentaire devrait disparaitre totale- 
ment au second semestre de 2003, plus 
td6t donc que nous ne l’avions projeté 
antérieurement. 

D’autres facteurs pourraient exercer 
de modestes pressions a la hausse sur 
l’inflation mesurée par l’indice de réfé- 
rence au cours des mois a venir. La baisse 
qu’a accusée le dollar canadien pendant 
les deux derniéres années pourrait 
faire monter certains prix, tout comme 
‘augmentation des primes d’assurance 


variation 
sur quatre 
trimestres 


1998 
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et d’autres cotts liés a la sécurité, attri- 
buable aux attentats terroristes de sep- 
tembre dernier. 

Les fluctuations des cours du pétrole 
et du gaz naturel continueront d’avoir 
une incidence considérable sur l’inflation 
mesurée par |’IPC global. Dernierement, 
l’évolution de la situation politique au 
Proche-Orient a ajouté a l’incertitude 
entourant la trajectoire des prix a court 


Taux du papier commercial a 90 jours, 
taux cible du financement 4 un jour 
et taux cible des fonds fédéraux 


Données quotidiennes 


Taux cible 
du financement 
a un jour 


ee Taux du papier 
Taux cible des Bi < commercial 


terme. Si les cours du pétrole brut se 
fonds fédéraux a 90 jours 


maintiennent en moyenne entre 22 et 
26 dollars E.-U. le baril, le taux d’accrois- 
sement de l’Irpc global devrait rester 
inférieur 4 celui de l’indice de référence 
jusqu’au milieu de l’année. La Banque 
prévoit qu’il s’établira, tout comme I’in- 
flation mesurée par l’indice de référence, 
a 2 % vers la fin de 2003. 


Conclusions 


Compte tenu du redémarrage de la 
croissance en Amérique du Nord, 1l’éco- 
nomie devrait de nouveau tourner a 
plein régime au second semestre de l’an 
prochain, et l’inflation, se chiffrer a 2 %, 
le taux visé par la Banque, vers la fin de 
2003. 

Certains risques pesent sur ces 
perspectives. Le fort assouplissement 
monétaire opéré pourrait pousser la 
croissance de l’activité au-dela de ce que 
nous escomptons. Par contre, la progres- 
sion de la dépense des ménages pourrait 
ne pas étre aussi vigoureuse que prévu, 
si le dynamisme observé récemment a ce 
chapitre s’avére tenir encore plus que 
nous ne le supposons a des dépenses an- 
ticipées. Il subsiste de l’incertitude quant 
au moment et a l’ampleur de la reprise 
des investissements des entreprises et 
des exportations, en raison principale- 


ment de la fragilité de la confiance des 
entreprises a l’échelle internationale. De 
plus, bien que les risques d’ordre géopo- 
litique entachant les perspectives écono- 
miques mondiales se soient atténués 
depuis septembre dernier, V’évolution de 
la conjoncture politique au Proche- 
Orient pourrait continuer de se répercu- 
ter sur les cours du pétrole brut, ce qui 
pourrait avoir des conséquences sur 
l’économie mondiale. 

Dans ces circonstances, et a la lumiére 
des risques a la hausse et a la baisse 
pesant sur les perspectives, les autorités 
monétaires devront évaluer la vigueur 
affichée par l’économie a mesure qu’elle 
s’‘approchera des limites de sa capacité 
de production, de méme que les consé- 
quences sur |’inflation future. Il faudra, 
en temps opportun et avec mesure, ré- 
duire la forte détente monétaire en place 
afin de maintenir l’inflation aux alen- 
tours du taux visé de 2 % et de contri- 
buer ainsi a soutenir la croissance de 
l’activité et la pleine utilisation des capa- 
cités a moyen terme. 


Le Rapport sur la politique monétaire de la Banque du Canada est publié en avril et en octobre. Des mises a jour 


de l’analyse qui y est présentée paraissent en juillet et en janvier. Pour recevoir des exemplaires du Rapport au 
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economy to shrink by about 1 1/2 per 
cent this year, growth should rebound 
to about 1 per cent in 2003, thanks to 
the U.S. recovery and easier monetary 
conditions. A number of emerging- 
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The Bank expects that the econo- 
my will expand in the second half in a 
range of 3 to 4 per cent, above the rate 
of growth of potential output—esti- 
mated at about 3 per cent annually. Fa- 
vourable developments thus far in the 
first half have raised business confi- 
dence and should lead to increased in- 
vestment. Overall, the Bank projects 
average annual growth in 2002 of be- 
tween 2 1/4 and 3 1/4 per cent, rising 
to between 3 and 4 per cent in 2003. 


Also supporting the Canadian 
economy will be strengthening de- 
mand in the United States. U.S. eco- 
nomic growth is expected to be close to 
4 per cent in the first half of this year, 
significantly stronger than projected in 
the November Report. Growth in the 
second half is projected to slow to 
3 1/4 per cent. For the full year, the 
Bank expects average annual growth 
of about 2 1/2 per cent, up from the 
1 per cent expected in the November 
Report. U.S. growth in 2003 is expected 
to be about 3 1/2 per cent. 


The major European economies 
should see growth of close to 1 1/4 per 
cent on an average annual basis this 
year. This should reach 3 per cent in 
2003 as the recovery gains momentum. 
Although continuing structural prob- 
lems will likely cause the Japanese 


market economies are also showing 
important signs of recovery. 


The Outlook for Inflation 


Overall, the Bank expects core in- 
flation to average just under 2 per cent 
in the second half of this year and the 
first half of 2003, before moving back 
to the 2 per cent target midpoint of the 
Bank’s_ inflation-control range by 
about the end of next year. 


A modest amount of excess supply 
in the Canadian economy will put 
some downward pressure on core in- 
flation throughout 2002 and in the first 
half of 2003. However, the unexpect- 
edly strong growth of the past two 
quarters means that the output gap is 
smaller than previously thought and is 
currently narrowing. Thus, the excess 
supply in the economy will likely be 
eliminated in the second half of 2003— 
earlier than previously projected. 


Other factors could put some mod- 
est upward pressure on core inflation 
in the period ahead. The depreciation 
of the Canadian dollar over the past 
two years could raise some prices, as 
could the effects of higher insurance 
and other security costs following last 
September’s terrorist attacks. 

Swings in oil and gas prices will 
continue to have a major impact on to- 
tal CPI inflation. Recent political devel- 
opments in the Middle East have 
created additional uncertainty about 
prices over the near term. If crude oil 
prices continue to average between 
US$22 and US$26 per barrel, total CPI 
inflation should stay below the core 
rate through mid-year. The Bank is 
projecting that total CPI inflation, like 
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90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


Target for 
the overnight rate 


Target for the 
U.S. federal funds rate 


core inflation, will be at 2 per cent by 
about the end of 2003. 


Conclusions 


With robust growth resuming in 
North America, the level of production 
in the Canadian economy should re- 
turn to full capacity in the second half 
of 2003, and inflation will be at the 
Bank’s 2 per cent target by about the 
end of 2003. 


There are risks to this outlook. 
Given the amount of monetary stimu- 
lus in place, growth could be even 
stronger than projected. But it is also 
possible that household spending may 
be weaker than expected, if more of the 
recent spending than assumed was 
borrowed from future expenditures. 
Uncertainty still surrounds the timing 
and strength of the pickup in business 
investment and exports, mainly 


90-day 
commercial 
t paper rate 


because of the fragility of global 
business confidence. And while geo- 
political risks to the world economic 
outlook have declined since September, 
recent political developments in the 
Middle East could continue to affect 
crude oil prices, with possible reper- 
cussions for the global economy. 


Given this background and the 
risks in both directions, the task for 
monetary policy will be to gauge the 
strength of the economy as it ap- 
proaches its capacity to produce, and 
the implications for future inflation. 
This means reducing, in a timely and 
measured manner, the substantial 
amount of monetary stimulus now in 
place. The aim is to keep inflation close 
to the Bank’s 2 per cent target, thereby 
helping to sustain economic growth at 
full capacity over the medium term. 
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This 1995 $200 gold coin, designed by artist John Mantha, celebrates the Canadian tradition of 
producing maple syrup. Canada's First Peoples taught the early colonists how to gather the sap from 
the sugar maple and boil it down to produce syrup and sugar. Sugaring off soon became a Canadian 
rite of spring, and the traditional family-operated sugar bush is still an important part of this unique 


agricultural industry. 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Malcolm Knight, Charles Freedman, Paul Jenkins, 
Sheryl Kennedy, and Pierre Duguay. 


Canada’s recent strong performance isn’t just 
good luck. It is the result of having a solid policy 
framework, both in terms of inflation and fiscal 
control... . We stuck to that framework during 
the recent economic turmoil, and we are now 
seeing a clear payback for the tremendous 
investment that Canadians made. . . . That 
framework holds and will continue to serve us 
well. If anyone still needs convincing of that, 
Canada’s recent economic performance provides 
compelling evidence. 


David Dodge 


Governor, Bank of Canada 
18 September 2002 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consist- 
ent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001. In this last case, the extension was to the end of 2006. Monetary pol- 
icy will continue to aim at keeping future inflation at the 2 per cent target 
midpoint of the range, both to maximize the likelihood that inflation stays 
within the target range and to increase the predictability of inflation over 
the longer term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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1. INTRODUCTION 


Over the past year, Canada’s economy has outperformed the 
economies of virtually all the other major industrial countries. The 
Canadian economy has been expanding at a rate above its growth 
potential, with levels of activity now close to full production 
capacity, and there have been remarkable gains in employment. 
Core inflation has averaged somewhat higher than the Bank of 
Canada’s 2 per cent target. In these circumstances, monetary pol- 
icy has been directed towards reducing the substantial amount of 
monetary stimulus in a timely and measured way. 

While our domestic economy has enjoyed strong growth, the 
global economic recovery has been proceeding at a slower pace 
than anticipated. Since the last Monetary Policy Report, economic, 
financial, and geopolitical developments have contributed to a 
more moderate and less certain outlook for global economic 
growth. These developments include further adjustments in 
response to past excesses in capital spending, declines in equity 
prices, rising risk premiums, concerns about corporate governance 
and financial reporting, geopolitical developments in the Middle 
East, and concerns about the situation in several Latin American 
countries. 

These developments can potentially affect the Canadian econ- 
omy through a number of channels. Slower growth abroad would 
affect exports, those to the United States being the most important. 
Spending by corporations and households within Canada could 
also be affected through increases in the cost of capital, declines in 
wealth as a result of falling equity prices, and tighter credit condi- 
tions. Concerns about corporate governance and an unsettled geo- 
political situation also increase uncertainty, which could cause 
households and corporations to postpone spending until a clearer 
picture emerges. 

This Report presents a detailed assessment of the global and 
domestic factors that are shaping the outlook for the Canadian 
economy through 2003. As well, it discusses the factors that are 
expected to push core inflation higher over the coming few 
months. It remains the Bank’s view that the underlying economic 
situation will require further reductions in the amount of mone- 
tary stimulus. The timing and extent of policy adjustments will 
depend on the Bank’s ongoing assessment of global and domestic 
developments and their implications for pressures on capacity and 
inflation in the Canadian economy. 


This report includes information received up to the fixed announcement date on 
16 October 2002. 
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2. RECENT DEVELOPMENTS IN INELATION 


Since February 2002, core CPI inflation has been above the 2 per 
cent target midpoint of the Bank’s 1 to 3 per cent inflation-control 
range. The rate of increase in the total CPI has moved up markedly 
to just above the core rate, reflecting the effects of a sharp increase 
in tobacco taxes and a marked rebound in crude oil prices. 


Inflation and the target range 


Core CPI inflation has been running above the level expected in 
the April Report (Chart 1).! Between February and July, core infla- 
tion was steady at around 2.2 per cent. In August, it rose to 
2.5 per cent. Other measures of the trend rate of inflation have 
been lower than the core rate, but in August they were all above 
the 2 per cent target midpoint (Chart 2). 
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* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of CPI inflation that the Bank has been using since 
May 2001 excludes the eight most volatile components of the CPI and adjusts 
the remaining components to remove the effect of changes in indirect taxes. 
The eight most volatile components are fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and mortgage-interest costs. 
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Chart 2 
Core CPI and Other Measures of the Trend Inflation Rate 
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* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


The higher-than-expected level of core inflation largely reflects 
unusual increases in both insurance premiums and electricity 
prices (Box 1). Premiums for home and, particularly, auto insur- 
ance have increased substantially, largely in response to an 
increase in the value of claims as well as recent low returns on 
portfolio investments by the insurance industry. Together, 
increases in home and automobile insurance costs contributed 
0.7 percentage points to core inflation in August. As well, there 
was a recent weather-related jump in electricity prices in Ontario, 
which is expected to be largely reversed in coming months.* Core 
inflation has also been affected by strong demand for housing and 
furnishings, which has put upward pressure on the prices of these 
items. In addition, past increases in import costs arising from the 
depreciation of the Canadian dollar since early 2000 continued to 
put some upward pressure on prices. 

The 12-month rate of increase in the total CPI was 2.6 per cent in 
August, up markedly from 1.5 per cent in February. Total CPI infla- 
tion moved up earlier than had been expected at the time of the 
April Report, although the convergence of core and total CPI infla- 
tion had been foreseen. Crude oil prices rebounded sharply earlier 
this year, mainly reflecting fears of supply disruptions in the event 


2. With changes in the structure of the market for electricity in Ontario, the 
base cost for electricity to consumers has risen. In addition, wholesale electric- 
ity prices have become more sensitive to demand conditions. Other cost com- 
ponents of the retail price of electricity, such as transmission and distribution, 
continue to be regulated. 


. and the rate of 
increase in the total CPI 
has moved up markedly, 
to just above the 


core rate. 
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Box 1 
Core Inflation and Its Components 


The higher-than-expected level of core inflation to date in 2002 has chiefly 
reflected unanticipated increases in certain service components of the core CPI. 
Typically, the prices of final services increase at a faster pace than the prices of 
final goods, chiefly owing to lower productivity growth in the service sectors 
than in the goods sectors. However, the divergence in yearly price increases 
between goods and services has widened considerably this year. Large increases in 
insurance costs for homes and, particularly, automobiles helped push the year- 
over-year increase in the prices of core services to 3.5 per cent in August. This rise 
in insurance costs mainly reflects a rise in the value of claims combined with recent 
low returns on portfolio investments. Core shelter costs have also risen faster this 
year, owing to increases in the cost of building new homes and strong demand for 
housing. The year-over-year rate of increase in Statistics Canada’s new-housing- 
price index, which feeds into the shelter component of the core CPI, rose from 
3.1 per cent in the first quarter of this year to 4.0 per cent in the second. 

In contrast to the prices of services, the prices of the goods in the core CPI bas- 
ket rose at a modest 1.4 per cent in August relative to a year earlier. This was the 
result of price reductions or only modest price increases for such items as automo- | 
biles, other durable goods, clothing, and footwear. Electricity prices, however, have 
increased considerably in Ontario. This reflects both higher base costs to consumers 
and the effects of weather-related demand pressures in July and August. 

In the housing market, strong new home construction and an increase in new 
listings relative to sales have increased supply. As a result, the acceleration in the 
year-over-year rate of increase in housing prices appears to have abated, though the 
rate of increase remains high. If supply continues to catch up to demand, we can 
expect the rate of increase of new home prices and the shelter component of the core 
CPI to moderate slightly moving forward. It is even more difficult to foresee the pace 
of price increases for automobile insurance, although somewhat smaller month-to- 
month increases are expected. Nonetheless, since these increases in housing prices 
and automobile insurance premiums are not expected to be reversed in the coming 
months, these components are expected to keep the 12-month rate of increase in the 
core CPI relatively high well into 2003. 

In contrast, the weather-related element of the increases in electricity prices in 
Ontario is expected to be reversed in the near term, and hence, its contribution to 
the 12-month rate of increase in the core CPI should diminish. 
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of an outbreak of hostilities in the Middle East (Chart 3). Added pres- 
sure from substantial increases in tobacco taxes also exacerbated 
the rise in the total CPI. 

In contrast to recent energy-price developments, the prices of Overall, non-energy com- 
non-energy commodities, after picking up early this year with the modity prices have edged 
recovery of global demand, have edged down since mid-April, as down since mid-April. 
expectations of global economic growth have eased (Chart 3). In par- 
ticular, the price of lumber fell considerably, partly because U.S. oper- 
ators were using up stocks built up prior to confirmation by the U.S. 
government of duties on softwood lumber. Base metal prices also 
declined, though to a lesser extent, as demand softened. At the same 
time, higher supplies contributed to lower livestock prices. In con- 
trast, grain prices rose considerably, chiefly reflecting the impact of 
the severe droughts in western Canada and elsewhere. 


Chart 3 
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Factors at work on inflation 


Aggregate demand 


During the first three quarters of 2002, the Canadian economy In the first three quarters 
grew at a somewhat faster pace than projected in the last Report. of 2002, the Canadian 
Real GDP surged at an annual rate of 5.2 per cent in the first half of | economy grew faster than 
this year, and the most recent indicators for spending and employ- expected. 
ment suggest that real GDP likely advanced at a pace of about 
4 per cent in the third quarter (Chart 4). As a result, the economy 
has moved towards full production capacity more quickly than 
was expected in April. 


Household spending 
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stock-building have also 
contributed to robust 
economic expansion. 
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Chart 4 
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* The letter ““e’” denotes estimate based on available indicators. 


The significant easing of monetary policy in 2001 contributed 
importantly to improved consumer confidence and to the strong 
growth of household spending to date in 2002, as did the substan- 
tial gains in employment and real incomes (Chart 5). Canada’s 
exports have rebounded, reflecting renewed economic growth in 
the United States since the last quarter of 2001. Inventory accumu- 
lation resumed in the second quarter of 2002, and there has also 
been a significant recovery in investment in machinery and equip- 
ment. With buoyant growth in domestic demand, import volumes 
also increased substantially. 


Chart 5 
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Following a robust first quarter, U.S. economic activity slowed 
markedly in the second quarter of this year, but available indica- 
tors suggest a rebound in the third quarter (Chart 6). On average 
over the first three quarters of 2002, the U.S. economy likely 
grew at a rate of about 3 1/2 per cent. 

Important historical revisions were recently made to U.S. 
national accounts data. Real GDP growth over the past two years 
was revised downwards, lengthening the recession of the U.S. 
economy in 2001. In the Bank’s view, the revisions, together with 
the weaker-than-expected growth in U.S. activity in the second 
quarter, suggest that there is currently more slack in the U.S. econ- 
omy than was previously believed. 


Chart 6 
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Estimated pressures on capacity 


Current estimates of the Bank’s conventional measures of 
potential output and the output gap indicate that economic slack 
had largely disappeared by the end of the summer (Chart 7). 

Several other indicators, however, suggest less pressure on 
capacity than the conventional measures (Box 2). The strong 
increases in employment since the beginning of 2002 have been 
accompanied by a sharp rise in the labour-force participation rate. 
Some of the increased demand for labour has therefore been met out 
of an increase in the supply of labour. Indeed, it is likely that part of 
the increase in the participation rate reflects an upward shift in the 
trend rate. The most recent survey of firms conducted by the 
Bank’s regional offices also suggests that pressures on capacity are 
not widespread. On balance, the Bank feels that the economy is 
currently operating with somewhat more slack than its conven- 
tional measure of the output gap would suggest. 
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Box 2 
Alternative Indicators of Capacity Pressure 


The Bank’s conventional measures of potential output and the output gap sug- 
gest that the Canadian economy moved from a position of excess demand in 2000 
to a position of excess supply in the second half of 2001.! Statistics Canada’s meas- 
ure of capacity utilization in the non-farm, goods-producing sector (CAPU) paints a 
similar picture. It moved below its 1987-2001 average level in the second half of 
last year. Moreover, both the output gap and CAPU suggest that the amount of 
excess supply diminished considerably in the first half of 2002, and both suggest 
that the economy was operating virtually at its productive capacity by the second 
quarter of this year. 

Capacity pressures have been particularly evident in the housing market. The 
vacancy rate in residential accommodation is very low. This, together with stimula- 
tive monetary conditions, has spurred strong housing demand, which has reduced 
the stock of newly constructed but unoccupied dwellings and put upward pressure 
on the rate of increase in the prices of both new and existing homes. Nevertheless, 
an impressive supply response in the form of much stronger new home construc- 
tion has kept prices from rising even faster. 

Other indicators point to less pressure on capacity. The national unemployment 
rate rose by slightly more than half a percentage point between the second quarter of 
2001 and the second quarter of 2002. Although employment has increased steadily 
since the beginning of 2002, growth in the supply of labour has also risen. Indeed, it 
is likely that part of the increase in the aggregate participation rate has reflected an 
upward shift in the trend participation rate, mainly as a result of the increased partic- 
ipation of women 25 years and over and men 55 years and over.” There is currently 
also less evidence of labour shortages than was the case in the first half of 2001, based 
on surveys conducted by the Bank’s regional offices and by Statistics Canada. These 
indicators all suggest that there is still some slack in the labour market. The recent 
easing of increases in labour compensation, even with the relatively strong perform- 
ance of productivity, is consistent with this assessment. 

The ratio of unfilled orders to shipments in the manufacturing sector (exclud- 
ing aerospace products and parts) is also still fairly low. The vacancy rate for office 
space has risen considerably since the end of 2001, and prices of non-residential 
property are only modestly above their levels of a year ago. 

The positive surprises in core inflation relative to what was expected in the 
April Report have been caused mainly by factors unrelated to underlying pressure 
on the economy’s productive capacity—particularly the unanticipated increases in 
automobile insurance premiums and electricity rates. 

Considering this broad range of indicators, it is the Bank’s judgment that the 
pressure on aggregate productive capacity is currently somewhat less than that 
suggested by the conventional measure of the output gap. 


1. The Bank’s conventional measure of the output gap is constructed using a variant of the 
multivariate-filter measure described in Butler (1996), which infers the level of potential out- 
put from movements in certain observable variables, such as labour inputs, labour produc- 
tivity, and inflation. (See Technical Box 1 in the May 1995 Report.) 

vx While the conventional measure of palennel output uses information on labour force par- 
ticipation, it will tend to recognize shifts in the trend participation rate only slowly. Hence, if 
the trend participation rate has risen, the conventional measure will tend to understate 
potential output until it fully recognizes the size of the shift. 
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Chart 7 
Estimated Output Gap* 
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* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the third quarter of 2002 is based on a projected rise in output of 4.0 per cent 
(at annual rates) for the quarter. 


Cost control 


Based on the average hourly earnings of permanent workers, 
the underlying rate of increase in average labour compensation 
seems to have eased to just below 3.0 per cent in the third quarter 
of 2002, compared with about 3.5 per cent early this year (Chart 8). 

The year-over-year rise in labour compensation in the business 
sector has fallen appreciably since the end of 2000. Meanwhile, 
labour-productivity growth increased to 3 per cent in the first half 
of 2002 as the economy began to recover. With this marked pickup 
in productivity growth, unit labour costs in the business sector are 
below year-earlier levels (Chart 9). 
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Chart 8 


Wage Settlements and Average Hourly Earnings 
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* Source: Labour Force Information, last data point plotted = September 2002 
*** Source: Human Resources Development Canada, last data point plotted = July 2002 


Chart 9 


Unit Labour Costs and Labour Productivity: Business Sector 
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Source: Statistics Canada Daily 
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3. FINANCIAL DEVELOPMENTS 


In recent months, global uncertainties and financial market 
volatility have given rise to downside risks for global economic 
activity. The potential effects of these developments on the real 
economy can work through a number of channels (Box 3). Higher 
risk premiums increase the cost of capital, and access to external 
financing can be curtailed if lenders are less willing or less able to 
supply funding. Declines in asset prices can affect spending 
through their impact on the net worth of firms and households, 
and generalized uncertainty can also lead to delays in spending. 

When determining the appropriate path for policy interest 
rates, it is important to assess the degree to which such financial 
“headwinds” bear upon economic activity. In a number of coun- 
tries, the existence of such headwinds has been one of the reasons 
why policy interest rates remain well below the rates traditionally 
considered neutral. The path by which the policy interest rates 
move back towards their neutral level will depend to a great 
extent on how quickly the headwinds dissipate. 


Corporate and household financial conditions 


Business financial conditions in North America have, on bal- 
ance, deteriorated across a range of markets since the April Report. 
Higher-risk corporate borrowers are facing increased costs for cap- 
ital and reduced access to external financing as a result of wider 
corporate bond spreads, lower equity prices, and a reduced sup- 
ply of bank loans. In contrast, borrowing costs remain low for 
low-risk borrowers. 

Spreads between the yields on corporate bonds and govern- 
ment bonds have increased across most investment grades 
(Chart 10). Despite increased spreads, the rate of interest on corpo- 
rate debt for higher-rated firms has declined as a result of the 
decrease in government bond rates. 

Over the last six months, rates on medium- and long-term 
government bonds have fallen sharply in both Canada and the 
United States (Chart 11). Investors’ reduced tolerance for risk, 
leading to a portfolio shift out of equities into the bonds of low- 
risk borrowers, has been an important contributing factor. Adjust- 
ment of market expectations about future policy rates also likely 
explains some of this decrease. 
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Box 3 


Business-Financing Conditions and Aggregate Demand 


The linkages between financial developments and aggregate demand work 
partly through their effects on business-financing conditions. Developments that 
adversely affect the financial situations of borrowers or reduce the willingness or 
ability of lenders to supply funds lead to increased risk premiums in bond 
spreads, lower stock prices, and more restrictive terms and conditions on loans. 
Increases in the cost of financing or reductions in its availability restrain business 
investment and weaken aggregate demand. 

Business credit can be restricted because of a deterioration in the financial 
positions of borrowers. For example, a perceived reduction in the ability of bor- 
rowers to generate income to repay their loans can cause lending to be curtailed. 
As well, a decline in asset values can erode the value of collateral and, hence, 
reduce the amount of credit granted. Uncertainty about a borrower’s future 
stream of profits or collateral values, perhaps arising from a loss of confidence in 
corporate accounting practices, will have a similar effect. 

Changes in the financial health of lenders or in their attitudes towards risk 
can also lead to tighter financing conditions. For example, a deterioration in bank 
balance sheets can lead to tighter credit conditions; banks tighten the standards 
and terms of their loans to mitigate risk or charge higher interest rates to take on 
risk. Banks may also cut back on loans to certain sectors or certain types of bor- 
rowers to increase the diversification of their portfolios or to limit their exposure. 
In the early 1990s, for example, U.S. banks suffered losses in their real estate port- 
folios, which affected their financial health. The result was tighter credit condi- 
tions and reduced access to credit for a wide variety of borrowers for some time. 

In bond markets, changes in lenders’ perception of riskiness or in their appe- 
tite for risk would be reflected in increased spreads between corporate and gov- 
ernment interest rates—particularly for lower-grade corporate borrowers—and 
in reduced access to commercial paper markets. At the time of the Russian debt 
default and the near collapse of Long-Term Capital Management in 1998, risk 
premiums increased dramatically for higher-risk investments. Bond spreads on 
investment-grade issues also widened, as investors sought the liquidity of US. 
‘Treasuries. 

Stock market developments obviously affect the cost of equity financing. 
Declines in equity prices and increases in volatility make it more difficult and 
costly to raise funds. 

Finally, there may be connections between reduced financing from one 
source and the ability to obtain funds from another. For example, if banks cut off 
access to backup lines of credit, investors in the corporate paper market will be 
unwilling to purchase such paper. Changes in the credit rating of a firm’s debt 
may violate the conditions of a bank loan, forcing its renegotiation or cancella- 
tion. Such events result in an increase in the cost of external financing, making 
investment more expensive. 
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Chart 10 
Yield Spread between Corporate Bonds and Government Bonds 
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Chart 11 
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Global equity markets have exhibited considerable weakness, 
sustaining significant losses and experiencing periods of height- 
ened volatility. From the beginning of the year to early October, 
the S&P 500 had fallen close to 25 per cent, and in Canada the TSX 
had fallen by about 20 per cent. 

Canadian banks remain cautious in their lending, as higher 
loan-loss provisions and weak revenues from capital market 
sources continue. In the United States, banks continue to tighten 
terms and conditions on loans as a result of the poorer economic 
outlook, sectoral concerns, and a reduced tolerance for risk. 
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With firms postponing their investment plans because of a 
more uncertain outlook, the demand for external financing in the 
United States and Canada has also been declining. In addition, 
some Canadian firms, which have had generally healthier profits 
than their U.S. counterparts, may have relied on internal funds to 
finance expenditures. 

As a result of these supply and demand factors, financing 
activity in both Canada and the United States has weakened. Bond 
issuance has slowed markedly since last April, and bank credit 
has declined, as has the outstanding amount of commercial paper. 
In Canada, this has resulted in a considerable slowing in the 
growth of total business credit since the last Report (Chart 12). 


Chart 12 
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In contrast to business credit, growth in household credit has 
remained strong. This reflects a marked growth in household 
spending, particularly in the housing market, and favourable 
credit conditions, including low mortgage rates and ready access 
to loans. The continued accumulation of household debt has been 
largely matched by increases in assets. Moreover, households 
appear to be well positioned to finance this debt, with the share of 
personal income going to debt service remaining well below his- 
torical averages. 

Household wealth has been adversely affected by declines in 
equity prices, but the effect was partly offset by the increasing 
value of real estate. There is some evidence that consumer spend- 
ing is less sensitive to changes in equity prices than to changes in 
house prices. 
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Policy actions 


The Bank raised the target overnight interest rate 25 basis 
points to 2.50 per cent on 4 June and again, by the same amount, 
on 16 July to 2.75 per cent in response to evidence that a robust 
recovery was underway in Canada (Chart 13). 

Against the background of weaker near-term prospects for 
growth in the United States and major overseas economies, global 
financial market volatility, and the unsettled geopolitical situation, 
the Bank left the target rate unchanged at 2.75 per cent on 4 Sep- 
tember and on 16 October. 

In the United States, the Federal Reserve has left the federal 
funds rate unchanged this year at 1.75 per cent, after having low- 
ered it by a total of 475 basis points in 2001. At its March meeting, 
the Federal Open Market Committee (FOMC) decided that the risks 
between higher inflation and slower growth were balanced. 
Increasing concerns through the summer about the implications of 
financial market developments for economic growth, however, led 
the FOMC to conclude at its August meeting that the balance of 
risks had tilted towards economic weakness. 

Interest rate expectations embodied in futures contracts have 
adjusted downwards in the United States in recent months. At the 
time of the April Report, futures contracts for federal funds (an 
indication of the expected federal funds target) suggested that 
markets were expecting the FOMC to raise rates in 2002, while 
recent levels have indicated that markets are now anticipating that 
rates will be stable or perhaps even move down by the end of the 
year. In Canada, prices in the futures market have also declined, 
but still suggest a possible rise in short-term interest rates before 
year-end. 


Chart 13 
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Developments in the 
target for the overnight 
rate since the April 
Report: 


4 June—up 25 basis points 
to 2.50 per cent 

16 July—up 25 basis points 
to.2.75. per cent 


4 September—no change 


16 October—no change 
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Exchange rate and monetary conditions 


On a trade-weighted basis, the Canadian dollar is down 
slightly relative to last April (Chart 14). Through the spring, the 
dollar strengthened in response to positive Canadian economic 
data, but these gains were lost in early summer, reflecting the 
heightened volatility in global financial markets and uncertainty 
about the strength of the global expansion. 

The Bank’s monetary conditions index (MCI) is largely 
unchanged from last April (Chart 15). 


Chart 14 
Canadian Dollar Exchange Rate 
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4. [HE OUTLOOK FOR INFLATION 


International background 


The global economy continues to expand, but at a somewhat 
slower pace than was expected in the April Report. Concerns about 
recent geopolitical tensions have added to the uncertainty in the 
world economy. The economic outlook presented in this Report 
assumes that there will be no further major escalation of these ten- 
sions. 

In the United States, recent financial market developments 
have negatively affected business and consumer confidence and 
are working to dampen the pace of economic activity. To help 
offset these influences, monetary policy has remained very accom- 
modative, with the U.S. authorities holding rates unchanged. 
Given the stance of policy, including fiscal policy, real GDP in the 
United States over the fourth quarter of 2002 and the first two 
quarters of 2003 is expected to average close to 3 per cent— 
slightly lower than the economy’s growth potential. Assuming 
that the headwinds from the recent financial developments dissi- 
pate in the second half of 2003, U.S. economic growth is expected 
to pick up to a rate above its growth potential. On an annual 
average basis in 2002, U.S. economic growth would thus be 
about 2 1/2 per cent, as was expected in the April Report, but 
slightly weaker than projected in the last Update. In 2003, U.S. eco- 
nomic activity should increase at an annual average rate of close 
to 3 1/4 per cent, slightly less than was expected in the April 
Report and the last Update. 

A gradual recovery should also continue to unfold in other 
industrialized countries. In the major European economies, 
growth is expected to be close to 1 per cent on an average annual 
basis in 2002 and to rise to about 2 1/2 per cent in 2003—which is 
weaker than our April projection. In Japan, ongoing structural 
difficulties will continue to weigh on economic growth for some 
time, with a contraction of about 1 per cent expected in 2002 and 
modest growth of only about 1/2 per cent foreseen in 2003. 

Growth prospects for a number of emerging-market economies 
have improved, particularly in the Southeast Asian countries. The 
situation in Latin America, however, remains weak. 

The U.S.-dollar price of non-energy commodities is expected 
to increase by the end of 2003 as the global economic recovery 
continues. Although energy prices are expected to show little change 
over the next few months, the possibility of an escalation of tensions 
in the Middle East makes these projections, particularly those for 
crude oil, subject to an unusually high level of uncertainty. 
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Aggregate demand and supply in Canada 


Economic growth in Canada is expected to slow somewhat in 
the fourth quarter of this year and in the first half of 2003. Over 
these three quarters, growth is expected to average slightly less 
than the economy’s 3 per cent growth potential. This is somewhat 
lower than was projected in the April Report and the July Update. 
Several factors account for this change in outlook. 

While the global economy is recovering, the pace is slower 
than previously thought. Most importantly for Canada, the level 
of economic activity in the United States is somewhat weaker than 
was projected six months ago, and the outlook for U.S. growth has 
been revised down slightly. The projected growth in Canadian 
export volumes to the United States is therefore expected to be 
more moderate. 

Growth of spending on fixed capital is also expected to be 
marginally lower than previously projected. Increased uncertainty 
related to global geopolitical tensions and the resolution of corpo- 
rate reporting and governance issues are likely to cause some 
businesses to delay major capital expenditures. Increases in the 
cost of capital related to the declines and volatility in equity mar- 
kets and to increased risk premiums on lending to corporations 
are also expected to dampen business investment relative to ear- 
lier projections. Nonetheless, with the Canadian economy operat- 
ing close to capacity, investment spending on machinery and 
equipment is projected to be solid. Moreover, capital outlays in the 
oil and natural gas sector are likely to strengthen if crude oil and 
natural gas prices remain at, or move above, recent high levels. 

Household spending is still expected to grow at a healthy rate 
through to the end of 2003, although spending on housing and 
related items is likely to decline from the recent high levels. With 
the U.S. economy projected to gain momentum through 2003 and 
global financial conditions assumed to improve, export volumes 
and investment should both pick up in the second half of 2003. 
This is expected to boost GDP growth above the growth rate of 
potential output in the second half of 2003. 

Such an outlook would imply real GDP growth, on an annual 
average basis, of about 3 1/2 per cent in 2002 and in a range of 
2 3/4 to 3 3/4 per cent in 2003. The midpoint of this range for 
growth in 2003 is slightly below the latest average private sector 
consensus forecast. 
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This outlook suggests that, with monetary stimulus being 
removed from the economy in a timely and measured way, Canadian 
output will remain close to capacity. With the modest downward 
revision to the growth outlook through to mid-2003, the Bank’s best 
judgment is for a small amount of excess supply in the near term, 
which will be taken up as output growth moves above capacity 
growth in the second half of 2003. But with the output gap expected 
to remain small, judgments about the degree of slack will need to be 
carefully reassessed as developments unfold. 


Measures of inflation expectations 


In the regular survey reported in the Conference Board of Can- 
ada’s autumn Index of Business Confidence, 21 per cent of respond- 
ents expected prices, in general, to rise over the next six months at 
a rate of 1 per cent or less, and 75 per cent expected a rate of 2 per 
cent or less (Chart 16). Although both the latest survey of firms 
conducted by the Bank’s regional offices and the average private 
sector forecast for the rate of increase in the total CPI suggest that 
inflation expectations over the near term are in the upper half of 
the Bank’s inflation-control target range, typical forecasts of infla- 
tion for 2004 and beyond continue to be centred tightly around 
Zper cent(Chart17): 
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Source: Conference Board of Canada, Index of Business Confidence 
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The current small amount 
of excess supply should be 
taken up as growth moves 
above that of capacity in 
the second half of 2003. 


Longer-term inflation 
expectations are 
clustered tightly 


around 2 per cent. 


Core inflation will 
continue to be affected 
by a number of “one-off” 
factors until the second 
half of 2003. 


Wage gains are expected 
to edge up. 
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Chart 17 


30-Year Bond Yields and Inflation Expectations 
Monthly 
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** CP] inflation forecast 6 to 10 years ahead. Source: Consensus Economics Inc. 


Other factors affecting inflation 


A number of special or “one-off” factors will continue to affect 
the outlook for core inflation until the second half of 2003. The 
effect of the recent substantial increases in insurance premiums is 
expected to persist, diminishing only gradually through 2003. The 
effect of the earlier depreciation of the Canadian dollar should 
also lessen next year, since import prices for consumer goods have 
recently stabilized. 

Near-term movements in core inflation will also be impor- 
tantly affected by the fallout from the extraordinary events of Sep- 
tember 2001. In the wake of the terrorist attacks in the United 
States, expectations of a substantially weaker economy led to unu- 
sually aggressive price discounting in the fourth quarter of 2001. 
With the strong recovery in the first quarter of 2002, the amount of 
price discounting diminished appreciably. Since core inflation is 
measured as the 12-month rate of increase in the core CPI, last 
year’s price discounting will result in a temporary rise in core 
inflation in the fourth quarter of 2002. This echo effect is expected 
to boost core inflation by about 0.4 percentage points. This effect 
should disappear by the end of the first quarter of 2003. 

Wage gains are expected to edge up towards the end of 2003, 
given the likelihood of further improvement in labour market con- 
ditions. Indeed, the Bank’s latest survey of businesses shows that 
more firms expect larger wage increases over the next 12 months 
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than anticipate smaller wage gains. With productivity growth 
expected to steady out at around 2 per cent, growth in unit labour 
costs should move up towards 2 per cent through 2003. 


Implications of money growth for inflation 


During most of the first half of 2002, growth in the narrow 
monetary aggregates, M1, M1+, M1++, slowed from the recent 
peak levels reached at the end of 2001 (Chart 18). Since May, how- 
ever, growth rates of M1+ and M1++ have stabilized at levels that 
are still very strong, while the growth rate of M1 has surged 
upwards again. This resurgence of the growth in M1 has been rel- 
atively widespread across households and firms and signals a 
desire to hold more liquid money or precautionary balances in the 
face of uncertain financial markets. This growth has occurred 
despite increases in short-term interest rates since the beginning of 
the year. 


Chart 18 
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Increased uncertainty is evident in the net outflows from 
equity mutual funds in June, July, and August, as well as in the 
increased growth of fixed-term deposits (GICs) since July. Overall, 
growth in M2++ has been relatively flat over the last few months, 
after having declined during the first part of the year (Chart 19). 

High levels of narrow money growth have traditionally 
implied higher future inflation. However, to the extent that this 
recent growth represents a buildup of precautionary balances in 
the face of uncertainty, a high rate of money growth is not incon- 
sistent with future inflation of around 2 per cent. In the coming 


38) 


Strong growth in M1 

signals a desire to hold 
precautionary balances 
in the face of uncertain 


financial markets. 


While core inflation 1s 
expected to rise in the 


near term as a result of 


several one-off factors... 


. it should move back 
close to 2 per cent in the 
second half of 2003. 


BVA IN’ K “OnF SCh Aina 


months, households and businesses are likely to rebalance their 
portfolios, causing the growth rates of narrow money to decline to 
more moderate levels. There is still a risk of increased inflation, 
however, if liquid balances are spent on goods and services rather 
than being shifted into other financial assets. 


Chart 19 
Core Inflation and Broad Money Growth 
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Inflation projection 


With the Canadian economy currently operating close to its 
production capacity and output growth expected to be close to the 
rate of growth of potential output, capacity pressures are not 
expected to exert significant upward or downward pressure on 
core inflation. Nonetheless, in the near term, core inflation is 
expected to rise, reflecting a combination of one-off factors. 

The echo effect of the unusual price discounting in the fourth 
quarter of 2001 is expected to push core inflation up in the fourth 
quarter of 2002. The sharply higher insurance premiums are 
expected to hold up the 12-month rate of change of the core CPI 
until the second half of 2003. And the effects of the drought in 
western Canada and elsewhere may result in higher prices for 
some food components of the core CPI in coming quarters. 

The overall effect of these one-off factors is expected to peak in 
the fourth quarter of this year, pushing core inflation to about 
3 per cent by year-end. Through 2003, these effects are expected to 
diminish, so that in the second half of the year, core inflation 
should return to its 2 per cent target. With economy-wide demand 
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expected to be roughly in line with supply, core inflation should 
then remain close to 2 per cent. 

The outlook for the 12-month rate of increase in the total CPI 
depends importantly on the behaviour of oil prices, and oil prices 
are particularly difficult to forecast because of the current geo- 
political tensions. If the risk premium in current oil prices abates, 
and oil prices average about US$25 per barrel in coming months, 
total CPI inflation is expected to peak at about 3.5 per cent at the 
end of 2002. Alternatively, if average oil prices remain near their 
recent high levels of about US$30 per barrel, total CPI inflation 
could rise to about 4 per cent by the end of 2002. 

In 2003, total CPI inflation is expected to move back in line 
with core inflation. The pace of this movement will depend on the 
behaviour of oil prices. 

Recent experience suggests that the pass-through of temporary 
oil-price movements to prices of other goods and services is rela- 
tively small. Thus, while the behaviour of total CPI inflation could 
be dramatically affected by the near-term behaviour of oil prices, 
volatile oil prices are not expected to have much of an effect on 
core inflation. 
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The outlook for total 
CPI inflation depends 
importantly on the 
behaviour of oil prices. 
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5. CONCLUSIONS 


The Canadian economy has expanded strongly through 2002 
and is now operating close to full production capacity. At the 
same time, core and total CPI inflation have risen above the Bank’s 
2 per cent target for inflation control. As discussed in this Report, 
the recent and projected near-term increases in inflation are 
largely explained by relative price developments in the areas of 
insurance premiums, energy, and tobacco taxes. For monetary pol- 
icy, what is important is that these effects not feed into price and 
wage inflation, but remain one-off influences on specific prices. 

Last spring, against the background of a strengthening econ- 
omy, the Bank began to remove the substantial amount of mone- 
tary stimulus provided in 2001. 

This stimulus is fuelling strong domestic demand growth. At 
the same time, we are experiencing an uncertain global economy 
and a reduced tolerance for risk in global financial markets. These 
uncertainties and the weaker global outlook are likely to dampen 
growth in aggregate demand for Canadian output over the near 
term. The Bank therefore decided on 4 September and 16 October 
to leave the target for the overnight rate of interest unchanged. 

It remains the Bank’s view, going forward, that further 
removal of monetary stimulus will be required to achieve the 
inflation target over the medium term. The timing and extent of 
policy tightening will depend on unfolding economic, financial, 
and geopolitical developments and on their implications for pres- 
sures on capacity and inflation in Canada. 

Two risks will have to be watched closely over the period 
ahead. First, external economic, financial, and geopolitical devel- 
opments may have a more persistent dampening influence on the 
Canadian economy than assumed in this Report. Second, with the 
economy operating close to capacity and with inflation expected 
to rise further in the near term, inflation trends and expectations 
will need to be carefully monitored against the projection that core 
inflation will return to the 2 per cent target in the second half of 
2003: 
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Overview 


The Canadian economy has ex- 
panded strongly through 2002 and is 
now operating close to its full produc- 
tion capacity. Consumer price inflation 
has risen above the Bank’s 2 per cent 
target and is expected to rise somewhat 
further before year-end because of a 
number of relative price movements— 
most importantly, higher insurance 
premiums and energy costs. What is 
important for monetary policy is that 
these effects not feed into price and 
wage inflation, but remain “one-off” 
influences on specific prices. 

Against the background of a 
strengthening economy, the Bank of 
Canada began last spring to reduce the 
substantial amount of monetary stimu- 
lus provided in 2001. 

While the Canadian economy has 
remained strong in recent months, an 
uncertain global economy and a re- 
duced tolerance for risk in financial 
markets are working to dampen the 
outlook for Canadian economic 
growth in the near term. The Bank 
therefore decided on 4 September and 
16 October to leave the target for the 
overnight rate of interest unchanged. 

It remains the Bank’s view, going 
forward, that further removal of mone- 
tary stimulus will be required to 
achieve the inflation target over the 
medium term. The timing and extent of 
policy tightening will depend on un- 
folding economic, financial, and geo- 
political developments and on their 
implications for pressures on capacity 
and inflation in Canada. As well, the 


— October 2002 _ 


Mina 


Bank will watch closely how well infla- 
tion expectations remain anchored, 
given the relative price movements 
noted above. 


Highlights 


e The underlying momentum of the 


Canadian economy remains strong. 


e However, the Bank has lowered its 


growth projection for Canada through 
2003 because of the dampening influ- 
ences of global economic, financial, 
and geopolitical developments. 


Inflation has been above the Bank’s 
target rate, as well as above expected 
levels, largely reflecting a number of 
relative price movements. 


Given the projected balance of supply 
and demand in the economy, and pro- 
vided that the relative price move- 
ments do not feed into price and wage 
inflation more generally, core inflation 
is expected to fall back to the 2 per cent 
target in the second half of next year. 


Going forward, further removal of 
monetary stimulus will be required, 
with the pace and extent of the tight- 
ening depending on unfolding devel- 
opments and on their implications for 
pressures on capacity and inflation in 
Canada. 
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Recent Economic and 
Financial Developments 


The Canadian economy has out- 
performed virtually all other major in- 
dustrial economies over the past year. 
Demand for housing and furnishings 
has been particularly strong. Invest- 
ment in both inventories and fixed cap- 
ital has also been stronger than 
anticipated. As a result, the economy 
expanded at a faster pace in the first 
three quarters of this year than expect- 
ed at the time of the April Monetary 
Policy Report. 

Growth elsewhere in the world has 
been slower than expected. Among the 
factors that have held back the global 
economy are a delayed rebound in in- 
vestment, a decline in equity prices, ris- 
ing risk premiums, concerns about 
corporate governance and financial re- 
porting (coming mainly from the Unit- 
ed States), geopolitical developments, 
and the situation in several Latin 
American countries. These factors have 
created uncertainties in the global 
economy, reduced risk tolerance, and 
resulted in volatile financial markets. 

Canada’s economy posted annual- 
ized growth of 5.2 per cent in the first 
half of 2002, well above the growth rate 
of the economy’s production capacity. 
The Bank estimates that Canada’s 
economy grew at an annualized rate of 
4 per cent in the third quarter. So, the 
economy has moved towards its pro- 
duction capacity more quickly than ex- 
pected and is now operating close to 
that level. 

Since the April Report, the Bank of 
Canada has removed some of the sub- 
stantial monetary stimulus in the econ- 
omy. The Bank raised its target for the 
overnight rate of interest by 25 basis 
points on 16 April, 4 June, and 16 July 
to its current level of 2.75 per cent. But 
with the uncertainties and weaker glo- 
bal outlook likely to dampen growth in 
aggregate demand for Canadian out- 
put in the near term, the Bank left its 
overnight rate target unchanged on 
4 September and on 16 October. 


Consumer Price Index 
Year-over-year percentage change 
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E Target range 


Target midpoint Total CPI 


1993 1994 1995 1996 1997 1998 1999 2000 2001 


2002 


* CPI excluding the eight most volatile components and the effect of changes 


in indirect taxes on the remaining components 


The Bank’s core measure of infla- 
tion has been running above earlier 
projections. Several factors, which 
should affect inflation only temporari- 
ly, have been behind this move. Home 
and auto insurance premiums have 
jumped substantially, partly because of 
higher claims against insurance com- 
panies. As well, the hot summer 
weather in Ontario led to a sharp in- 
crease in electricity prices. Core infla- 
tion has also been boosted by a strong 
demand for housing and furnishings. 

Other energy prices, which are not 
part of the Bank’s core inflation meas- 
ure, have also increased. These increas- 
es, partly related to fears of disruptions 
in crude oil supplies in the event of a 
war in the Middle East, pushed the to- 
tal consumer price index above the 
core rate sooner than had been expect- 
ed. Higher tobacco taxes have also con- 
tributed to the rise in total CPI inflation. 


Prospects for Growth 


After a very strong performance in 
the first three quarters of this year, eco- 
nomic growth in Canada is expected to 
slow somewhat in the fourth quarter 
and in the first half of 2003. The level of 
U.S. economic activity has been revised 
downwards, and the projection for U.S. 
economic growth has been scaled back 
slightly. This implies slower growth 
in Canadian export volumes. Fixed 
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Real Gross Domestic Product for Canada 


Quarter-over-quarter 


percentage change, 
at annual rates 


1998 


Year-over-year 


percentage 
| change 


1999 2000 2001 2002 


* The letter ““e” denotes estimate based on available indicators. 


investment by Canadian businesses is 
also expected to be slightly weaker 
than previously thought, as global un- 
certainties lead to spending delays. 

Over the next three quarters, 
growth in Canada is expected to aver- 
age slightly less than the economy’s 
3 per cent growth potential. But with 
the U.S. economy projected to gain mo- 
mentum through next year and global 
financial conditions assumed to im- 
prove, real GDP growth in Canada is ex- 
pected to pick up to above 3 per cent in 
the second half of 2003. 

This outlook implies average 
annual growth in Canada of about 
3 1/2 per cent in 2002 and ina range 
of 2 3/4 to 3 3/4 per cent in 2003. The 
midpoint of this range is slightly below 
the average of private sector forecasts 
for 2003. 

In the United States, real GDP 
growth over the fourth quarter of 2002 
and the first two quarters of 2003 is ex- 
pected to average close to 3 per cent — 
slightly lower than that economy’s po- 
tential growth rate. While financial 
market developments are restraining 
growth, U.S. monetary policy remains 
very stimulative, with the Federal 
Reserve holding its policy rate steady 
at 1.75 per cent. Above-potential 
growth in the United States should 
resume and begin to take up economic 
slack in the second half of next year, 


assuming that the effects of recent 
financial market developments dissi- 
pate. This would result in average 
annual growth of 2 1/2 per cent in 
2002 and 3 1/4 per cent in 2003, which 
is slightly less than forecast in the April 
Report. 

Elsewhere in the world, growth is 
still expected to pick up, although at 
a slower pace. Europe should see 1 per 
cent growth in 2002 and 2 1/2 per cent 
in 2003. But Japan’s economy is expect- 
ed to shrink by 1 per cent in 2002 and to 
grow by only 1/2 per cent in 2003. 


The Outlook for Inflation 


The strong growth in Canada’s 
economy so far this year has narrowed 
the gap between its actual and its 
potential output. 

Conventional estimates of eco- 
nomic slack suggest that the output 
gap had essentially closed by the 
end of the summer. But several other 
indicators point to less pressure on 
capacity. On balance, it is the Bank’s 
judgment that the economy is current- 
ly operating with somewhat more 
slack than the conventional measures 
suggest. 

The Bank’s current outlook sug- 
gests that, with monetary stimulus be- 
ing removed in a timely and measured 
way, the Canadian economy will con- 
tinue to operate close to capacity. 
While a small amount of excess supply 
will remain over the near term, it is ex- 
pected to be taken up as output growth 
moves above potential growth in the 
second half of 2003. But with the out- 
put gap expected to remain small, 
judgments about the degree of slack 
will need to be carefully assessed as 
developments unfold. 

This profile for the output gap im- 
plies little demand-driven pressure on 
inflation, either upwards or down- 
wards, over the projection horizon. 
Nevertheless, both core and total CPI 
inflation are expected to rise further 
in the near term and to remain above 
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90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


Target for 
the overnight rate 


Target for the 


earlier expectations well into 2003, 
because of the relative price move- 
ments mentioned earlier. 

Core inflation is expected to rise to 
a peak of about 3 per cent by the end of 
the year. But as the one-off price influ- 
ences fade in 2003, and with aggregate 
supply and demand in balance, core in- 
flation is expected to drop back to the 
Bank’s 2 per cent target in the second 
half of 2003. 

The total consumer price index will 
continue to be affected by swings in 
crude oil prices. If tensions in the Mid- 
dle East keep crude oil prices near 
US$30 per barrel, CPI inflation is likely 
to peak at around 4 per cent by the end 
of 2002. In 2003, total CPI inflation is ex- 
pected to move back in line with core 
inflation, but the pace will depend on 
the behaviour of oil prices. 

Recent experience suggests that 
the pass-through of temporary oil- 
price movements to the prices of other 
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goods and services is relatively small. 
Thus, while the behaviour of total CPI 
inflation could be dramatically affected 
by the near-term behaviour of oil 
prices, volatile oil prices are not expect- 
ed to have much of an impact on core 
inflation. 


Risks to the Outlook 


Two risks will require close moni- 
toring over the next few months. First, 
global developments may have a more 
persistent dampening influence on the 
Canadian economy than assumed. Sec- 
ond, with the Canadian economy now 
operating close to capacity and with in- 
flation expected to rise further in the 
near term, inflation trends and expec- 
tations will need to be carefully moni- 
tored against the projection that 
inflation will return to its 2 per cent 
target in the second half of 2003. 
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Vue d’ensemble 


L’économie canadienne a connu une 
croissance robuste en 2002 et fonctionne 
maintenant prés des limites de sa capacité. 
Le taux d’accroissement des prix a la con- 
sommation a dépassé la cible de 2 % que 
vise la Banque et devrait augmenter encore 
quelque peu d’ici la fin de l’année en raison 
des variations de certains prix relatifs, 
principalement des relevements des primes 
d’assurance et des coiits de l’énergie. Du 
point de vue de la politique monétaire, il 
importe que ces effets n’alimentent pas une 
montée généralisée des prix et des salaires 
et qu’ils demeurent ponctuels et limités a 
certains prix. 

Dans le contexte du raffermissement 
de l’activité économique, la Banque a com- 
mencé, le printemps dernier, a atténuer la 
forte détente monétaire mise en place en 
2001. 

S’il est vrai que l'économie canadienne 
a continué d’afficher une belle tenue au 
cours des derniers mois, l’incertitude qui 
plane sur la situation économique mondiale 
et la tolérance réduite des marchés finan- 
ciers a l’égard du risque sont en train de se 
répercuter sur ses perspectives de crois- 
sance a court terme. La Banque a donc 
décidé, le 4 septembre et le 16 octobre, de 
laisser le taux cible du financement a un 
jour inchangé. 

Pour l’avenir, la Banque demeure 
d’avis que de nouvelles réductions du 
degré de détente monétaire seront néces- 
saires a l’atteinte de la cible d’inflation a 
moyen terme. Le rythme et l’‘ampleur du 
resserrement dépendront de 1’évolution 
économique, financiere et géopolitique 
et de ses implications pour les pressions 
s’exercant sur l’appareil de production 
et sur l’inflation au pays. Par ailleurs, la 
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Banque surveillera de prés la mesure dans 
laquelle les attentes d’inflation demeu- 
reront bien ancrées, compte tenu des 
variations des prix relatifs indiquées 
précédemment. 


Faits saillants 


LV’économie canadienne demeure fonda- 
mentalement vigoureuse. 


Toutefois, compte tenu de _ l’influence 
modératrice exercée par l’évolution a 
l’échelle mondiale de la conjoncture éco- 
nomique, financiere et géopolitique, la 
Banque a révisé a la baisse ses prévisions 
relatives a la croissance au Canada d’ici la 
fin de 2003. 


En grande partie sous l’effet des variations 
de certains prix relatifs, l’inflation a 
dépassé la cible que vise la Banque et a été 
plus forte que prévu. 


Compte tenu de l’équilibre projeté entre la 
demande et l’offre au sein de l'économie, 
et pourvu que |’évolution des prix relatifs 
n’alimente pas une montée généralisée des 
prix et des salaires, l’inflation mesurée par 
indice de référence devrait revenir a la 
cible de 2 % au second semestre de l’an 
prochain. 


Pour l’avenir, la Banque estime que de 
nouvelles réductions du degré de détente 
monétaire seront nécessaires; le rythme et 
l’ampleur du resserrement dépendront de 
l’évolution de la situation et de ses impli- 
cations pour les pressions s’exercant sur 
’‘appareil de production et sur l’inflation 
au pays. 
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Au cours de la derniére année, la crois- aotee encee 


sance de I’activité au Canada a surpasse 
celle de presque tous les autres grands 
pays industriels. La demande de loge- 
ments et d’articles d’ameublement a été 
particuli¢rement vigoureuse. Les investis- 
sements en stocks et en capital fixe ont 
également affiché un plus grand dynamisme 
que prévu. Par conséquent, au cours des 
trois premiers trimestres de l'année, 
l'économie canadienne a progressé plus 
rapidement que ce qui avait été projeté au 


Fourchette cible ; Bia 
Point médian de 


la fourchette cible IPC global 
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* Indice excluant les huit composantes les plus volatiles de IPC et l’effet des 
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moment de la rédaction du Rapport sur la 
politique monétaire d’avril. 

A Vétranger, la croissance a été plus 
faible que prévu. Parmi les facteurs qui ont 
freiné l’activité économique a |’échelle 
internationale, mentionnons la lenteur de 
la reprise des investissements, le recul du 
prix des actions, la hausse des primes de 
risque, les inquiétudes a l’égard des 
pratiques des entreprises (plus particulie- 
rement des entreprises américaines) en 
matiére de gouvernance et de déclaration 
de l’information financiére, le climat géo- 
politique et les craintes concernant la 
situation dans plusieurs pays d’Amérique 
latine. Ces facteurs ont créé de I’incertitude 
au sein de l’économie mondiale, diminué 
la tolérance a l’égard du risque et rendu les 
marchés financiers volatils. 

L’économie canadienne a crt de 5,2 % 
en chiffres annuels au premier semestre 
de 2002, soit un rythme bien supérieur a 
celui de sa capacité de production. La 
Banque estime que I’activité s’est accrue 
a un taux annuel de 4 % au troisieme 
trimestre. L’économie s’est donc rappro- 
chée des limites de sa capacité plus vite 
que nous ne I’avions prévu et fonctionne 
maintenant a un niveau proche de celles-ci. 

Depuis la publication du Rapport 
d’avril, la Banque a réduit la forte détente 
monétaire présente au sein de l’économie. 
Elle a relevé son taux cible du financement 
a un jour de 25 points de base le 16 avril, le 
4 juin et le 16 juillet, pour porter celui-ci a 
2,75 %, le niveau auquel il se trouve en ce 
moment. Toutefois, comme l’incertitude 
qui régne et la détérioration des perspec- 
tives a l’échelle mondiale risquent de 
limiter 4 court terme la croissance de la 
demande globale de produits canadiens, 


la Banque n’a pas modifié son taux cible 
le 4 septembre et le 16 octobre. 

L’inflation mesurée par l’indice de 
référence de la Banque a dépassé le niveau 
projeté. Plusieurs facteurs, dont les effets 
sur l’inflation ne devraient étre que 
passagers, expliquent cette évolution. Les 
primes d’assurance habitation et d’assu- 
rance automobile ont fortement grimpé, en 
raison notamment de la montée de la valeur 
des demandes d’indemnité présentées aux 
compagnies d’assurance. En outre, l’été tres 
chaud qu’a connu l'Ontario a fait bondir 
les prix de |’électricité dans cette province. 
La demande vigoureuse de logements 
et d’articles d’ameublement a également 
exercé des pressions a la hausse sur l’infla- 
tion mesurée par l’indice de référence. 

Les prix d’autres formes d’énergie, qui 
ne sont pas compris dans I’indice de réfé- 
rence de la Banque, se sont aussi accrus. 
Ces augmentations, qui tiennent en partie 
aux craintes d’une interruption des appro- 
visionnements en pétrole brut dans l’éven- 
tualité d’un déclenchement des hostilités 
au Proche-Orient, ont poussé plus tot 
qu’on ne s’y était attendu le taux d’accrois- 
sement de I’Ipc global au-dessus de celui 
de l’indice de référence. La majoration des 
taxes sur les produits du tabac a également 
contribué a la hausse de |’inflation mesu- 
rée par I’1PC global. 


Les perspectives en matiere de 
croissance 


Apres avoir été tres vigoureuse aux 
trois premiers trimestres, la croissance de- 
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vrait quelque peu ralentir au Canada au 
dernier trimestre de cette année et au 
premier semestre de 2003. Le niveau de 
l'activité économique aux Etats-Unis est 
plus faible qu’on ne l’avait pensé, et les 
prévisions de croissance pour ce pays ont 
été revues légerement a la baisse. La pro- 
gression du volume des exportations cana- 
diennes devrait donc étre plus modérée. 
On s’attend aussi a ce que les investisse- 
ments en capital fixe des entreprises cana- 
diennes soient un peu plus faibles qu’on 
ne l’avait d’abord cri, l’incertitude sur la 
scene mondiale poussant ces derniéres a 
différer leurs dépenses. 

Au cours des trois prochains trimes- 
tres, le rythme d’expansion de l’économie 
canadienne devrait étre légeérement infé- 
rieur, en moyenne, a celui de la production 
potentielle, qui est évalué a3 %. Mais ily a 
lieu de penser que si, comme on le projette, 
l'économie américaine gagne de la vigueur 
tout au long de l’an prochain et que les 
conditions financieres s’améliorent a 
l’échelle mondiale, la progression du PIB 
réel au Canada s’accélérera et dépassera 
3 % au second semestre de 2003. 

Selon ces prévisions, l'économie cana- 
dienne verrait son taux de croissance 
moyen pour l’année avoisiner 3 1/2 % en 
2002 et s’établir entre 2 3/4 et 3 3/4 % en 
2003. Le point médian de cette plage est 
légerement inférieur a la moyenne des pré- 
visions du secteur privé pour l’année 2003. 

Aux Etats-Unis, le rythme d’expan- 
sion du PIB réel au cours du dernier trimes- 
tre de cette année et du premier semestre 


de 2003 devrait avoisiner en moyenne 
3 %, soit un niveau légerement en deca du 
taux d’accroissement de la production 
potentielle. S’il est vrai que les événements 
touchant les marchés financiers restrei- 
gnent la croissance, il reste que la politique 
monétaire demeure trés expansionniste 
dans ce pays, la Réserve fédérale ayant 
maintenu son taux directeur a 1,75 %. La 
progression de l’économie américaine 
devrait dépasser celle de la production 
potentielle et commencer a absorber les 
capacités excédentaires au second semestre 
de 2003, si, comme on le suppose, l’incidence 
des événements observés récemment sur 
les marchés financiers se dissipe. Ainsi, le 
taux de croissance annuel moyen s’établi- 
raita2 1/2 % en 2002 et a3 1/4 % en 2003, 
soit un peu moins que ce qui était prévu 
dans le Rapport d’avril. 

On s’attend toujours a ce que la reprise 
se poursuive dans les autres pays, quoique 
a un rythme plus lent. En Europe, le taux 
de croissance devrait se situer a 1% en 
2002 et a 2 1/2 % en 2003. Au Japon, par 
contre, on prévoit une contraction de 1 % 
pour 2002 et une progression de seulement 
1/2 % pour 2003. 


Les perspectives en matiere 
d’inflation 


A la faveur de l’expansion robuste que 
connait l’économie canadienne depuis le 
début de l’année, l’écart entre la produc- 
tion effective et la production potentielle 
s’est rétréci. 

Les estimations habituelles des capaci- 
tés inutilisées portent a croire que cet écart 
avait pratiquement disparu a la fin de l’été. 
Cependant, plusieurs autres indicateurs 
font état de pressions moindres sur l’appa- 
reil de production. Tout bien considéré, la 
Banque est d’avis que la marge de capaci- 
tés excédentaires qui existe actuellement 
au sein de l’économie est un peu plus éle- 
vée que ne le donnent a penser ses mesures 
habituelles de l’écart de production. 

Selon les derniéres projections de la 
Banque, qui tiennent compte d’une réduc- 
tion de la détente monétaire opérée en 
temps opportun et avec mesure, l’écono- 
mie canadienne continuera de tourner pres 
des limites de sa capacité. Une légere offre 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE — OCTOBRE 2002 


Taux du papier commercial a 90 jours, 


taux 


cible du financement 4 un jour 


et taux cible des fonds fédéraux américains 


J 


LK Taux cible 


du financement 
a un jour 


Données quotidiennes 


Taux du papier 
commercial 
Peet a 90 jours 
Taux cible des of oe 
fonds fédéraux 


excédentaire subsistera a court terme, mais 
celle-ci devrait étre résorbée lorsque la 
croissance de la production dépassera celle 
de la capacité de l’économie au second 
semestre de 2003. Mais comme I’on estime 
que l’écart de production demeurera faible, 
les estimations de la marge de capacités 
inutilisées devront étre soigneusement 
réévaluées selon la tournure des événe- 
ments. 

Ce profil d’évolution de l’écart de 
production implique que les facteurs liés 
a la demande auront peu d’effets a la 
hausse ou a la baisse sur |’inflation au 
cours de la période considérée. Toutefois, 
tant l’inflation mesurée par l’IPC global que 
celle mesurée par l’indice de référence 
devraient s’accroitre a court terme et 
demeurer supérieures aux prévisions 
antérieures pendant une bonne partie de 
2003, sous l’effet conjugué des variations 
de prix relatifs indiquées précédemment. 

On s’attend a ce que |’inflation mesu- 
rée par l’indice de référence culmine a 3 % 
environ d'ici la fin de l’année. Mais, a me- 
sure que l’influence des facteurs ponctuels 
s’estompera l’an prochain, et compte tenu 
de l’équilibre entre l’offre et la demande 


globales, l’inflation mesurée par l’indice de 
référence devrait revenir a la cible de 2 % 
au second semestre de 2003. 

L’1rc global continuera de se ressentir 
des fluctuations des cours du pétrole brut. 
Si les tensions au Proche-Orient mainte- 
naient ces derniers 4 quelque 30 $ E.-U. 
le baril, il est probable que l’inflation 
mesurée par |’Ipc global atteindrait un 
sommet de 4 % d'ici la fin de l’année. En 
2003, le taux d’accroissement de I’IPC 
global devrait fléchir pour se rapprocher 
de celui de l’indice de référence, mais le 
rythme de ce repli sera fonction de 
l’évolution des cours du pétrole. 

Comme |’a montré l’expérience récente, 
les variations temporaires des cours du 
pétrole ont des retombées relativement 
faibles sur les prix des autres biens et des 
services. Ainsi, bien que le comportement 
a court terme des cours du pétrole puisse 
avoir une influence marquée sur l’évolu- 
tion de l’1IPpc global, leurs fluctuations 
devraient avoir peu d’effet sur l’inflation 
mesurée par l’indice de référence. 


Les risques pesant sur les 
perspectives 


Deux risques devront étre surveillés 
de prés au cours des prochains mois. 
D’une part, l’évolution de la conjoncture 
internationale pourrait avoir sur l’activité 
au Canada un effet modérateur plus per- 
sistant qu’on ne le suppose. D’autre part, 
comme l’économie fonctionne prés des 
limites de sa capacité et que l’on prévoit 
que le rythme d’accroissement des prix 
continuera d’augmenter pendant quelques 
mois, les tendances de I’inflation et les 
attentes relatives a cette derniere devront 
étre suivies de prés et comparées attentive- 
ment a la projection selon laquelle l’infla- 
tion reviendra a la cible de 2 % au second 
semestre de 2003. 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consist- 
ent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The target 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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We in Canada remain convinced of the merits of 

.. a monetary policy aimed at medium-term 
price stability; a fiscal policy aimed at reducing 
public debt-to-GDP ratios; trade liberalization; 
and structural reform. Canada’s positive eco- 
nomic experience over the past couple of years, 
in the face of stressful times for the global econ- 
omy, is strong evidence that this framework is 
the right one. In Canada, there is a determina- 


tion to stick with these policies which, especially 
during these uncertain times, are demonstrating 
their value. 


David Dodge 


Governor, Bank of Canada 
18 March 2003 
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1. INTRODUCTION 


The global economic outlook has been clouded by a high 
degree of uncertainty, accentuated most recently by the war in 
Iraq. This uncertainty has been an important factor in the recent 
marked volatility in world oil prices and financial markets. Some 
of the geopolitical and financial uncertainty has lifted more 
recently, and in its base-case scenario the Bank of Canada assumes 
that these uncertainties will continue to recede. As a result, confi- 
dence among businesses, households, and financial markets is 
expected to improve significantly by year-end. Nevertheless, glo- 
bal economic uncertainty remains important, especially in the near 
term. The Bank now projects that economic expansion in both the 
United States and Canada will begin to strengthen towards the 
end of this year and will be above the growth of potential output 
during 2004. The scope for above-potential growth is greater in 
the United States than in Canada because of the larger amount of 
excess capacity in the United States. 

There is, however, a wide range of possible outcomes, both 
stronger and weaker, around this base-case view. The result will 
depend critically on the evolution of business and household con- 
fidence and global economic uncertainty. The Bank will, therefore, 
be paying close attention to these factors over the coming months. 
Nevertheless, most important in these times of uncertainty is the 
Bank’s continued focus on taking the appropriate actions that, 
cumulatively, will return inflation to our 2 per cent target for infla- 
tion control. 

This Monetary Policy Report examines the factors that are 
expected to return core inflation to 2 per cent by early next year. 


When it renewed the inflation-control target in May 2001, the 
Bank committed to explaining persistent deviations of inflation 
from the target. The box on the next page lays out the Bank’s 
explanation of recent inflation developments. 


This report includes information received up to the fixed announcement date on 
15 April 2003. 


The global economic 
outlook has been clouded 
by a high degree of 
uncertainty. 


The Bank remains focused 
on taking the appropriate 
actions to return inflation 
to its 2 per cent target. 
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Why Has Total cp Inflation Exceeded the Target? 


Total CPI inflation moved up from 2.1 per cent in July 2002 to 4.6 per cent in 
February 2003 and has been outside the inflation-control target range since last 
October. When renewing the inflation-control target in May 2001,' the Bank 
made a commitment to explain any such persistent deviations from the target 
midpoint. When the influences on inflation over the past six months are exam- 
ined, three factors stand out: a surge in energy prices, large increases in insurance 
premiums, and an economy that is operating close to its capacity limits. 

With tighter global energy markets and the consequent escalation in the 
prices of crude oil and natural gas from the relatively low levels of late 2001 and 
early 2002, consumer prices for gasoline, heating oil, and natural gas have risen 
markedly in Canada since mid-2002. This resurgence is the main factor behind 
the increase in CPI inflation between July 2002 and February 2003. There has 
recently been a significant reversal in these prices, and futures prices for crude oil 
are indicating further declines over the next few months. 

Insurance premiums, after having been stable for several years, have also 
soared since the end of 2001, reflecting marked increases in the value of claims 
and low returns on portfolio investments by the insurance industry in the last 
couple of years. By February 2003, premiums had risen 30 per cent for automo- 
biles and 11 per cent for homes, relative to a year earlier. Because insurance pre- 
miums have a combined weight of almost 4 per cent in the CPI basket, such 
movements contributed significantly to the rise in CPI inflation between July 2002 
and February 2003. Insurance premiums are included in the Bank’s core inflation 
measure. While their rate of increase has been higher and more persistent than 
anticipated, the impact on the CPI is expected to abate during 2003. 

Pressures on aggregate production capacity have also been more intense than 
expected. Following the 11 September terrorist attacks in the United States, the 
Bank lowered interest rates aggressively, dropping the overnight rate 200 basis 
points between September 2001 and January 2002. This dramatic action was 
taken to buttress confidence and to avoid a severe slowing of economic activity. 
Confidence was quickly restored, however, so the considerable monetary stimu- 
lus resulted in strong growth, particularly in the demand for interest-sensitive 
items. With the recovery emerging considerably sooner and stronger than 
expected, the Bank tightened the stance of monetary policy between April and 
July 2002. In the second half of 2002, external demand weakened, but domestic 
demand remained strong, and the level of overall economic activity remained 
close to capacity limits. Robust domestic demand was reflected in the firmness of 
some prices, particularly those for shelter, personal care services, and some recre- 
ational services. This environment led the Bank to resume tightening in 
March 2003. 

This Report examines the factors that are expected to return inflation to the 
Bank’s 2 per cent target by early 2004. 


1. See Bank of Canada (2001, 7). 
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2. RECENT DEVELOPMENTS IN INFLATION 


Since November 2002, core CPI inflation has been well above 
the Bank’s 2 per cent inflation-control target. The rate of increase 
in the total CPI has moved up markedly, chiefly because of a sub- 
stantial surge in crude oil prices. 


Inflation and the 2 per cent target 


Core CPI inflation has been higher than projected at the time of 
the October Report (Chart 1).! Between August and October of 
2002, the 12-month rate of increase in the core CPI was steady at 
2.5 per cent. Since November, it has averaged just above 3 per cent 
and was 3.1 per cent in February. Other measures of the trend rate 
of inflation that the Bank follows closely have also risen and in 
February were close to the core rate (Chart 2). 


Chart | 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range Target midpoint 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


The unexpectedly marked increases in core inflation reflect a 
combination of one-off factors, higher costs for key inputs, and 
robust domestic demand. 

Conspicuous among the one-off factors have been unusually 
large increases in the premiums for both automobile and home 
insurance, which have boosted inflation considerably, contributing 


1. The core measure of inflation excludes the eight most volatile components 
of the CPI and adjusts the remaining components to remove the effect of 
changes in indirect taxes. The eight most volatile components are fruit, vege- 
tables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and 
mortgage-interest costs. 


Since November 2002, 
core inflation has been 
well above the Bank’s 
2 per cent inflation- 
control target... 


BANK OF CANADA 


Chart 2 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 
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* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


about 1.3 percentage points to the 12-month increase in core CPI in 
February. In a number of areas, higher prices for key inputs, such 
as energy and grains, are exerting upward pressure on the prices 
of final goods and services. 

Most important for monetary policy are indications that strong 
domestic demand in some sectors is pressing up against produc- 
tion capacity. For example, these pressures have resulted in 
marked increases in the prices of shelter and some services. The 
judgment that the economy is operating close to capacity is sup- 
ported by the fact that even measures of core prices that strip out 
insurance premiums are rising at a rate of about 2 per cent.” 

The echo effect of the temporary discounting in the wake of 
11 September 2001 is no longer influencing core CPI inflation. 
While the echo effect did push up the 12-month rate of core CPI 
inflation in the fourth quarter of 2002, its influence had dissipated 
by February. The return to regulated pricing of electricity in 
Ontario has stabilized the cost to consumers, although the intro- 
duction of rebates lowered consumer costs in the month they were 
delivered.° 


2. The sudden rise in insurance premiums follows several years of exception- 
ally high returns on portfolio investments that helped cover rising claims and 
kept insurance premiums down. Had returns been lower, premiums would 
most likely have risen earlier, and core inflation would have been correspond- 
ingly higher in that period. This would also have meant that core inflation 
today would have been lower, but not as low as the measures that completely 
strip out these premiums. This is another way of adjusting for the rise in 
insurance premiums in order to gauge underlying inflation. 

3. Electricity prices in Ontario are expected to decline in the second quarter 
because of a second rebate. This may cause a temporary drop in core inflation. 
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The 12-month rate of increase in the total CPI was 4.6 per cent 
in February, up two full percentage points since August. This 
sharp jump relative to the core rate was mainly caused by sub- 
stantial increases in the consumer prices of gasoline and fuel oil. 
Ongoing fears of supply disruptions in the Middle East, in addi- 
tion to the recent disruption of oil exports from Venezuela and the 
resulting drop in U.S. oil stocks, had contributed to a further 
marked rise in crude oil prices up to mid-March. With the easing 
of the threat of long-lasting disruptions to Iraqi oil production, 
crude oil prices have subsequently fallen back. The rise in natural 
gas prices at the consumer level, reflecting both higher transporta- 
tion charges and stronger demand because of unusually cold 
weather in North America, also contributed to the recent jump in 
total CPI inflation. 

Prices of non-energy commodities have also risen, on balance, 
since last autumn (Chart 3). The strength of demand in China 
helped raise the prices of base metals, while both livestock and 
pulp prices have recovered in the face of reduced supplies. The 
recent decrease in the value of the U.S. dollar against most other 
major currencies has also contributed to the rise in the U.S.-dollar 
price of commodities.* 


Chart 3 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


Total index 
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4. Commodities are generally priced in U.S. dollars. Thus, a depreciation of 
the U.S. dollar lowers the price of commodities in other currencies. This stim- 
ulates demand, putting upward pressure on their U.S.-dollar price. 


... and the rate of 
increase in the total 
CPI has moved up 
considerably relative 
to the core rate. 


Canada’s economic 
growth slowed to a rate 
somewhat below the 
Bank’s estimate of poten- 
tial growth of 3 per cent 


in the second half of 2002. 


Towards the end of 2002, 
Canada’s exports fell 
back, after registering 
strong gains earlier in 
the year. 


At the same time, house- 
hold spending continued 
to rise strongly in the 
second half of 2002. 
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Factors at work on inflation 


Aggregate demand 


In the second half of 2002 and early 2003, Canada’s economic 
growth eased from its earlier vigorous pace. Real cpp, after 
increasing at an annual rate of 5.2 per cent in the first half of 2002, 
grew at a rate of 2.6 per cent in the second half, somewhat below 
the Bank’s estimate of the growth of production capacity of 3 per 
cent (Chart 4). Current indicators of spending and employment 
suggest that real Gpp rose at a pace of around two per cent in the 
first quarter of 2003. 


Chart 4 
Real Gross Domestic Product for Canada 


Quarter-over-quarter 


percentage change, 
at annual rates 


Year-over-year 
§ percentage change 


1999 2000 2001 


* The letter ““e’’ denotes estimate based on available indicators. 


After making significant gains in the first three quarters of 
2002, Canada’s exports fell back in the fourth quarter and in early 
2003 as the rate of economic expansion in the United States 
slowed. In the second half of 2002, the contribution of inventory 
accumulation to real Gpp growth diminished appreciably, while 
increased uncertainty about the economic outlook led to modest 
cutbacks in capital spending by firms towards year-end. At the 
same time, the significant monetary stimulus provided by low 
interest rates, together with substantial gains in employment and 
real incomes, contributed to further strong growth in household 
spending in the second half of 2002 and in the first quarter of 2003 
(Chart 5). 

Demand in the overseas economies and in the United States 
has turned out somewhat weaker than anticipated. The marked 
slowing in the U.S. economy in the fourth quarter of last year, 
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Chart 5 
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* Source: Conference Board of Canada (last data point 2003Q1) 
** Expenditures in constant dollars on consumer goods and services plus housing 


following a robust third quarter, was caused by weaker growth in 
household spending and a sharp deterioration in the trade balance 
(Chart 6). However, total business fixed investment rose during 
the fourth quarter for the first time in two years and is likely to 
have risen further in the first quarter of this year. In addition, 
despite higher oil prices, deteriorating consumer confidence, and 
inclement weather in February in the northeast region, U.S. con- 
sumption growth is believed to have firmed somewhat in the first 
quarter of 2003. 


Chart 6 
Real Gross Domestic Product for the United States 
Quarter-over-quarter 


percentage change, 
at annual rates 


Year-over-year 


alg percentage change 
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* The letter “e”’ denotes estimate based on available indicators. 
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The level of economic 
activity in Canada has 
remained near capacity 
since early 2002. 
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Estimated pressures on capacity 


Estimates of the Bank’s conventional measures of potential 
output and the output gap suggest that the economy is operating 
very close to full production capacity (Chart 7). 

Several other indicators are consistent with this assessment. 
These include Statistics Canada’s measure of capacity utilization 
in the non-farm, goods-producing sector, profits as a share of GDP, 
and the proportion of firms reporting shortages of labour in the 
survey conducted by the Bank’s regional offices. 

Capacity pressures have continued to be particularly evident 
in the housing market. Since early 2002, a low vacancy rate in res- 
idential accommodation has resulted in relatively high rates of 
increase in the prices of both new and existing homes. 

At the same time, some labour market indicators suggest that 
there may be somewhat more slack than the conventional measure 
of the output gap would imply. In particular, the considerable rise 
in employment since the beginning of 2002 was met largely 
through an increase in labour supply. This is evidenced by a 
marked rise in the participation rate and an absence of upward 
pressure on wage increases. 

Overall, the above evidence, together with the higher-than- 
expected rates of inflation, suggests that the economy is currently 
operating somewhat closer to its production capacity than the 
Bank believed to be the case at the time of the October Report. 
Moreover, it is the Bank’s view that the level of economic activity 
has been close to capacity since early 2002. 


Chart 7 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the first quarter of 2003 is based on a projected rise in output of 2 per cent 
(at annual rates) for the quarter. 
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Cost control 


Based on both the average hourly earnings of permanent With reduced growth in 
workers and hourly labour compensation in the business sector, labour productivity, the 
the underlying rate of increase in average labour compensation rate of increase in unit 
seems to have eased by late 2002 to a range of 2.0 to 2.5 per cent labour costs picked up to 
(Charts 8 and 9). However, with a slowing in productivity growth around 1.5 per cent at 
during 2002, the year-over-year rate of increase in unit labour year-end. 
costs in the business sector picked up in the fourth quarter to 
around 1.5 per cent (Chart 9). 


Chart 8 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers* 
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* Source: Statistics Canada, Labour Force Information, \ast data point plotted = March 2003 
** Source: Human Resources Development Canada, last data point plotted = January 2003 


Chart 9 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 
Labour compensation 
per person-hour* 
Output per 
person-hour 


Unit labour costs 


1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 
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Growth in the demand 
for total non-financial 
business credit has been 
slow... 


... while growth in 
household credit remains 
at a high level. 
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3. FINANCIAL DEVELOPMENTS 


Business and household credit conditions 


The combination of healthy corporate profits (Chart 10) and 
some delay by businesses in carrying out their investment plans in 
the face of economic and geopolitical uncertainty has resulted in 
very slow growth in the demand for total non-financial business 
credit over the past few months (Chart 11). While longer-term 
credit, buoyed by the issuance of income trusts, has expanded at a 
moderate pace, short-term business credit has continued to 
decline. And banks remain cautious in their lending to riskier 
firms. 


Chart 10 


Corporate Profits before Taxes 
As a percentage of nominal GDP 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


Source: Statistics Canada 


Most spreads between the yields on corporate bonds and gov- 
ernment bonds have narrowed since the peak reached last Octo- 
ber, although some have recently widened again owing to a 
number of industry-specific concerns (Chart 12). Nonetheless, 
spreads are still high compared with their historical averages, 
especially for non-investment-grade issuers. 

Stock prices have picked up from the lows reached in October 
2002 but remain sensitive to geopolitical developments. Equity 
market volatility rose in March, but has declined more recently. 
Weak equity issuance suggests a lack of investor enthusiasm for 
new stock issues and a difficult environment for riskier borrowers. 

In sharp contrast to business credit, growth in household 
credit remains at a high level, supported by low interest rates and 
strong employment growth. Although Canadian households are 
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Chart 11 


Business and Household Credit 
Year-over-year percentage change 


Business 


Household 


ea 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


accumulating debt, their financial situation remains sound and is 
not acting as a drag on their consumption. Higher debt levels have 
been partly matched by higher income levels, and with interest 
rates at very low levels, the debt-service ratio remains low by his- 
torical standards. It thus appears that, while higher interest rates 
would dampen consumption, the effect would not be significantly 
magnified by the size or composition of household debt (Technical 
Box 1). Moreover, gains in house prices continue to offset the capi- 
tal losses from the stock market, contributing to healthy house- 
hold balance sheets. 


Chart 12 


Yield on Canadian Corporate Bonds Minus Yield on Government Bonds 
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Technical Box 1 
Interest Rates and the Cost of Household Debt 


The growth of household debt has accelerated in the last year, partly reflecting the 
consumer response to sustained low interest rates. Since the mid-1990s, consumer debt 
(ie, non-mortgage debt) has grown rapidly, particularly variable-rate lines of credit, 
which have become increasingly popular. In fact, consumer debt now accounts for 
31 per cent of household debt, compared with 25 per cent in 1994. Very low short-term 
interest rates have also permitted lenders to market variable-rate mortgages more 
aggressively and have made those mortgages more popular among households. 

Growing debt loads and the trend towards variable-rate vehicles have raised the 
question of whether an increase in interest rates would affect the household sector to a 
greater degree and more rapidly than in the past. One factor lessening the impact on 
interest outlays, however, is that variable-rate mortgages tend to cap households’ 
debt-service payments, with changes in interest rates affecting mainly the rate at 
which principal is repaid. In addition, a significant fraction of household debt contin- 
ues to be contracted at interest rates that are fixed for 3- to 5-year terms. 

One measure of the cost of household indebtedness is the share of disposable 
income required to make interest payments on existing debt. Higher debt-service costs 
arising from higher interest rates would tend to divert income from consumer spend- 
ing and reduce the access of some households to credit. 


Personal Debt Burden 


Ratio of debt 

to disposable income 

Estimated (right scale) 
debt-service ratio 


A 
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debt-service ratio 
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Source: Statistics Canada, Bank of Canada calculations 


The estimated debt-service ratio is currently at historically low levels because the 
impact of the increased household debt has been more than offset by the combination 
of higher incomes and lower interest rates. (See chart.) This is partly because low inter- 
est rates on longer-maturity, fixed-rate debt have reduced the costs of new mortgages 
and renewals. In addition, with short-term rates well below long-term rates, the 
increased use of variable-rate debt has tended to further reduce the debt-service bur- 
den. Alternative measures of the debt-service ratio that include principal repayments 
(based on assumptions about the average term of household debt) have been flat in 
recent years and are also well below the peaks reached in the early 1990s. 

The greater importance of variable-rate debt has likely increased the potential 
impact of short-term interest rates on consumer spending. Nonetheless, higher interest 
rates would lead neither to a pronounced deterioration in the creditworthiness of 
households, given the current low level .of the debt-service ratio, nor to sharply 
reduced cash flow. Hence, they would not likely result in unusually large cuts in 
household expenditures. 
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Policy actions 


On the October and December 2002 announcement dates, the 
Bank decided to keep its key interest rate unchanged, in light of 
the weakening global economic situation and the economic, finan- 
cial, and geopolitical uncertainties. Although the policy rate also 
remained unchanged in January, the Bank drew attention in the 
press release to its view that the greater-than-anticipated increases 
in core and total CPI indicated that the economy might be operat- 
ing closer to its production capacity than previously believed. On 
both the March and April announcement dates, the Bank raised its 
target for the overnight rate by 25 basis points, bringing it to 
3.25 per cent. These decisions were taken against the backdrop of 
persistently high inflation rates, the expectation that Canadian 
economic activity would remain near potential, and the stimula- 
tive stance of monetary policy (Chart 13). 


Chart 13 
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The yield curve in Canada has continued to flatten since 
October (Chart 14). Short-term market interest rates have moved 
higher, reflecting not only higher current policy rates, but also 
market expectations of further increases. Medium- and longer-term 
rates, on the other hand, have remained relatively stable. In con- 
trast, the yield curve in the United States has steepened, with the 
decline in U.S. short-term interest rates reflecting market expecta- 
tions of lower policy rates in the near future. 


is 


Developments in the 
target for the overnight 
rate since the October 
Report: 


Oct. 16 — no change 
Dec. 3 — no change 


Jan. 21 — no change 


Mar. 4 — up 25 basis points 
to 3.00 per cent 


Apr. 15 — up 25 basis points 
to 3.25 per cent 
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Chart 14 


Term Structure of Interest Rates in Canada and the United States 
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Exchange rate and monetary conditions 


The Canadian dollar has recently been trading above 68 cents 
U.S., reaching a three-year high (Chart 15). Fundamental factors 
supporting the Canadian dollar against the U.S. dollar include a 
resilient domestic economy, favourable interest rate differentials, 
and firm commodity prices. Since the October Report, the Cana- 
dian dollar has appreciated by 8.2 per cent, on average, against 
the currencies of its major trading partners. Over this period, the 
U.S. dollar has weakened significantly against other major curren- 
cies, most notably the euro and the Swiss franc. These currencies 
benefited from safe-haven flows in the prevailing uncertain envi- 
ronment. 

The Bank’s monetary conditions index has risen sharply since 
the October Report, owing to the rise in the target for the overnight 
rate and the appreciation of the Canadian dollar (Chart 16). 


18 


MONETARY POGCICAY REP CORT APRIL 2003 


Chart 15 


Canadian Dollar Exchange Rate 
1992=100 Wednesdays U.S. cents 
105 
Canadian dollar index 
vis-a-vis C-5 currencies** 
(left scale) 


100 
95 
90 
85 


Canadian dollar index oy 
vis-a-vis C-6 currencies* 15 
(left scale) 


Closing spot exchange rate 10 
vis-a-vis U.S. dollar (right scale) 


65 
ee w 
1999 2000 2001 2002 2003 


* C-6 currencies: U.S. dollar, euro, yen, U.K. pound, Swedish krona, and Swiss franc 
** C-5 currencies: excludes U.S. dollar 


Chart 16 
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Near-term global 
economic growth is likely 
to be subdued, but the 
risks are better balanced. 


U.S. GDP growth is 
expected to pick up toa 
rate of about 4 per cent 
in 2004. 
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4. [HE OUTLOOK FOR INFLATION 


International background 


The global economy continues to expand, but at a slower pace 
than projected in the October Report and the January Update. 
Given that economic uncertainty remains an important factor, glo- 
bal economic growth over the near term will likely remain sub- 
dued. But with geopolitical uncertainty lessening, world oil prices 
down significantly, and financial conditions improving, the risks 
confronting the global economy are better balanced. Looking fur- 
ther out, the Bank expects a more robust economic environment, 
particularly in the United States. 

U.S. economic growth is now projected to increase at a rate 
below that country’s growth potential in the first three quarters of 
the year. As confidence levels improve, however, the stimulative 
stance of monetary policy, together with tax cuts and increased 
defence spending, should support an expansion to a rate above 
the economy’s growth potential towards the end of the year and 
through 2004. Both consumer spending and business expenditures 
on capital equipment are expected to strengthen over this projec- 
tion horizon. On an average annual basis, real Gpp should thus 
increase by about 2 1/2 per cent in 2003. This is less than was pro- 
jected in the October Report and the last Update. The Bank believes 
that U.S. economic activity will pick up to a rate of about 4 per 
cent in 2004. 

A similar rebound in the pace of expansion is less certain in 
other industrialized countries, where there are signs of persist- 
ently weak growth in domestic demand. In the euro area, eco- 
nomic growth is expected to be about 1 per cent, on an average 
annual basis, in 2003 (weaker than our October projection) and to 
rise to about 21/4 per cent in 2004. In Japan, ongoing structural 
difficulties will continue to weigh on economic growth for some 
time, with a modest expansion of about 1/2 per cent expected in 
2003 and growth of close to 1 per cent foreseen in 2004. 

With weaker global demand, prospects for several emerging- 
market economies have deteriorated. In Asia, growth is expected 
to remain comparatively robust, although the possible spread of 
Severe Acute Respiratory Syndrome (SARS) increases the uncer- 
tainty surrounding this projection. The outlook for Latin America 
remains clouded. 

The expected pickup in global economic growth should lead to 
further gains in the U.S.-dollar price of non-energy commodities 
during 2004. With crude oil prices having fallen markedly since 
mid-March, the Bank’s base-case scenario assumes that the price 
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of West Texas Intermediate (WTI) crude oil will average about 
US$28 per barrel in the second quarter of 2003, and will ease after 
mid-year. Natural gas prices are likely to remain near their current 
high levels over the remainder of 2003. These assumptions are 
broadly consistent with current market expectations (Chart 17). 


Chart 17 
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Aggregate demand and supply in Canada 


While indicators point to a weaker near-term global economic 
outlook, domestic demand in Canada has remained firm with con- 
tinued employment gains. Given the underlying strength of 
domestic demand and with the expected pickup in U.S. economic 
activity towards year-end, the Bank continues to see the need for 
further removal of monetary stimulus over time to return inflation 
to its 2 per cent target and to maintain output levels close to 
capacity. 

Economic growth in Canada is now expected to average near 
21/2 per cent over the first three quarters of 2003. The recent cli- 
mate of uncertainty has led many businesses to delay decisions to 
invest in fixed capital, and the effects will be felt over the coming 
months. Inventory accumulation is also likely to ease, since some 
of the recent inventory buildup appears to have been unintended. 
The growth in household expenditures is also expected to 
decrease from the strong pace registered in 2002. While continued 
U.S. economic growth, albeit moderate, in the first three quarters 
of 2003 should underpin the demand for exports, the higher level 
of the Canadian dollar will have a dampening effect. Spending on 
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While indicators point 
to a weaker near-term 
global economic outlook, 
domestic demand in 
Canada has remained 


firm. 


Growth in 2003 is 
expected to average 
about 2 1/2 percent... 


... and to be somewhat 
above the economy's 
production potential 
during 2004. 


Measures of near-term 
inflation expectations 
have edged up. 
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goods and services by all levels of government is expected to rise 
solidly during this period. 

The growth of aggregate demand in Canada should begin to 
strengthen appreciably towards year-end and through 2004. The 
anticipated pickup in the U.S. economy is expected to boost Cana- 
dian exports. With the assumed recovery in confidence and further 
improvement in financial conditions, investment spending should 
also pick up. Moreover, conventional drilling by the oil and natu- 
ral gas sector is likely to increase considerably during 2003, 
reflecting the high prices of crude oil and natural gas (Technical 
Box 2). Household spending is also projected to grow at a healthy 
rate, although the pace of expansion will be moderated somewhat 
by the withdrawal of monetary stimulus. 

Economic growth in 2003 is expected to average about 
21/2 per cent. This projection is lower than that in the January 
Update and than the average private sector consensus forecast for 
2003. It is also below the projection in the October Report, largely 
because of weaker growth prospects in 2003 for the United States 
and overseas economies. 

During 2004, with strengthening demand, Canada’s economy 
is projected to grow somewhat above the economy’s 3 per cent 
growth potential. In terms of the level of economic activity, this 
scenario implies that by the end of 2004 most of the small amount 
of slack that is likely to open up over the first two or three quar- 
ters of this year will have closed. On an annual average basis, this 
would mean growth of around 3 per cent, below the latest private 
sector consensus forecast. 


Measures of inflation expectations 


In the regular survey reported in the Conference Board of Can- 
ada’s spring Index of Business Confidence, 53 per cent of respond- 
ents expected prices, in general, to rise over the next six months at 
a rate of over 2 per cent. This proportion is up from 25 per cent 
last autumn (Chart 18). The survey of firms conducted by the 
Bank’s regional offices indicates that 83 per cent of the businesses 
surveyed were expecting inflation over the next two years to be 
above the Bank’s 2 per cent target, compared with 66 per cent of 
businesses surveyed last September. And the average private sec- 
tor consensus forecast for the rate of increase in the total CPI in 
2003 is 3 per cent, compared with 2.4 per cent last October. These 
near-term inflation expectations have undoubtedly been influ- 
enced by recent increases in energy prices at the consumer level. 

While near-term inflation expectations have risen, the average 
private sector forecast for total CPI inflation in 2004 has remained 
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Technical Box 2 
Rising Energy Prices: Implications for Economic Activity 


Large movements in energy prices affect economic activity through various 
channels (Stuber 2001). First, they redistribute real income between energy- 
importing countries (such as the United States) and energy-exporting countries 
(such as Canada). Because of the marked increase in Canada’s net trade surplus 
in energy goods relative to GpP, our exposure to gains and losses in real income 
through fluctuating energy prices has risen since the early 1980s (a “real-income” 
or “terms-of-trade” effect). Moreover, if energy producers expect higher prices to 
be long-lasting, they would be more likely to raise their own investment expen- 
ditures. Higher energy prices also raise the operating costs of Canadian busi- 
nesses and reduce the real incomes of households, while transferring income to 
energy producers. On balance, the short-run impact on Canadian aggregate eco- 
nomic activity of this “income-reallocation” might well be negative if energy 
producers raise their investment spending more gradually than other firms and 
households reduce their expenditures. Since most of Canada’s important trading 
partners are net importers of energy, substantially higher energy prices could be 
expected to reduce the demand for Canada’s exports to these countries (a “for- 
eign-demand” effect). Finally, a large and persistent rise in energy prices could 
lead to a substantial increase in uncertainty, especially if the price rise was not 
simply a rebound from an earlier price decline. Firms and households would be 
less sure about the long-term costs of energy-intensive equipment and about the 
near-term outlook for the economy as a whole. They would therefore be inclined 
to postpone some capital spending and purchases of big-ticket consumer items. 

Large increases in world energy prices have tended to have a significant 
dampening effect on the pace of global economic expansion, especially since the 
1970s. However, this impact is likely to be smaller than that arising from the 
price shocks of the 1970s and early 1980s, largely because the intensity of energy 
use in industrial economies has declined markedly since that time. 

If the price of West Texas Intermediate crude oil remained near US$28 per 
barrel for the rest of 2003, this would represent an increase of about 7 per cent 
(US$2 per barrel) from the average level in 2002. Similarly, if natural gas prices 
settled at a level of about US$5 per mcf for the rest of the year, this would imply 
a rise of close to 65 per cent from the 2002 level. Such price increases could raise 
Canada’s real income by just over 1 per cent. On the other hand, estimates pub- 
lished by the IMF and the OECD suggest that such a shock to energy commodity 
prices could reduce real GDP in the United States by about 0.1 per cent after one 
year. The combined impact on Canada’s real GDP of the real-income and foreign- 
demand effects of such a rise in energy prices could be a very small increase of 
about 0.3 per cent, although there would be a wide band of uncertainty around 
such an estimate.! 


1. For more details on how the effect of an energy-price shock on Canada’s real cpp is esti- 
mated, see Stuber (2001). The above estimate does not take into account the short-run impact 
on economic activity arising from higher uncertainty. 
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close to 2 per cent. Typical forecasts of longer-term inflation simi- 
larly continue to be centred tightly around 2 per cent. On the other 
hand, the yield differential between 30-year conventional and Real 
Return bonds has crept up close to 2.5 per cent (Chart 19). Liquid- 
ity and technical factors are, however, making this spread difficult 
to interpret. 


Chart 18 
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Source: Conference Board of Canada, Index of Business Confidence 


Chart 19 


30-Year Bond Yields and Inflation Expectations 
Monthly 
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* The differential is calculated using the appropriate compound interest formula. 
** CPI inflation forecast 6 to 10 years ahead. Source: Consensus Economics Inc. 


24 


MECON TES TVARRS Ys AO GAY): RAEPYOeRITASALPERA ik 210 013 


Other factors affecting inflation 


The one-off factors that have recently pushed core inflation up 
to around 3 per cent will likely continue to hold the core rate up 
over the near term. However, the combined effect of these factors 
is expected to have largely run its course by early 2004. 

The impact on the core rate of recent hikes in insurance premi- 
ums is expected to persist through mid-2003, before gradually 
diminishing into early 2004. The effects of last year’s drought in 
western Canada and elsewhere are expected to put further 
upward pressure on the prices of some food components in the 
core CPI through most of 2003. 

There is some risk of a pass-through of the recent substantial 
increases in energy costs to the prices of other goods and services. 
Recent experience suggests, however, that this pass-through effect 
is likely to be relatively small. 

Similarly, the effect on core inflation of the recent appreciation 
of the Canadian dollar is likely to be small, since the pass-through 
from the exchange rate to this index has been modest throughout 
the past decade. The effect of the exchange rate movement on total 
CPI will be somewhat larger than on core CPI, reflecting the differ- 
ent baskets of goods and services included. 

Wage increases are expected to rise slightly through 2004. For 
example, the Bank’s latest survey of businesses shows that a 
greater percentage of firms expect larger wage increases over the 
next 12 months than anticipate smaller wage gains. Labour pro- 
ductivity growth is expected to be near 2 per cent over the next 
two years, with growth in unit labour costs edging up towards 
2 per cent through 2004. 


Implications of money growth for inflation 


During most of the second half of 2002 and early 2003, growth 
in the narrow monetary aggregates—gross M1, M1+, M1++—has 
been slowing from its earlier very strong pace (Chart 20). The 
accumulation of precautionary balances by both households and 
firms that occurred earlier at a time of sharp declines in equity 
prices, increasing financial turbulence, and rising geopolitical 
uncertainty appears to have stopped. Nevertheless, households 
and firms continue to hold high levels of money balances. 

Households have been readjusting their portfolios to a signifi- 
cant extent in the last few months. There have been outflows from 
equity mutual funds since June 2002, owing in part to a shift by 
households from such funds towards fixed-term deposits and 
fixed-income mutual funds. There has also been an increased 
demand for real assets, as evidenced by the strength of the 
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Chart 20 
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housing market over the last year. The weakening of the narrow 
aggregates and of a number of components of M2++ has contrib- 
uted to a pronounced decline in the growth rate of M2++ (Chart 
Zl. 

The sharp deceleration in the monetary aggregates in recent 
months does not present a significant risk to the inflation outlook. 
The growth rate of narrow money is still above the rate consistent 
with 2 per cent inflation, and households continue to hold unusu- 
ally high levels of precautionary balances. Thus, continuing slow 
money growth would be consistent with inflation returning to its 
2 per cent target for inflation control. 
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Inflation projection 


The core rate of inflation is expected to remain near 3 per cent 
through mid-2003, largely because of the persistence of the one-off 
factors described earlier. But the combined effect of these factors 
should decrease significantly after that and will likely have largely 
run its course by early 2004. 

With the balance of aggregate demand and supply likely to be 
a source of slight downward pressure on inflation over the projec- 
tion horizon, and given that the effect of one-off factors is 
expected to diminish after mid-2003, core inflation is projected to 
move down to about 21/2 per cent in the second half of 2003 and 
to about 2 per cent by early 2004. It should remain there over the 
rest of next year (Table 1).° 


Table 1 
Projections for Core and Total CPI Inflation 
Year-over-year percentage change 


Core inflation 


Total CPI 


Assumptions for the Price of WTI Crude Oil 
(US$ per barrel) 


Base-case 
Nees ee 


The outlook for the 12-month rate of increase in the total CPI 
will continue to be heavily influenced by developments in markets 
for crude oil (Chart 17). If oil prices were to average about US$28 
per barrel in coming months, total CPI inflation would be expected 
to ease to around 3 3/4 per cent in the second quarter. If crude oil 
prices were then to settle down at about US$25 per barrel, broadly 
consistent with futures prices, total CPI inflation would likely fall 
temporarily below the core rate in the first half of next year, before 
steadying out at a rate close to core inflation. 


5. Both core and total CPI inflation are expected to jump temporarily in 
December 2003 as a result of an echo effect associated with the first rebate on 
Ontario electricity prices in December 2002. 
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5. CONCLUSIONS 


Since the Bank’s last Monetary Policy Report, both core and total 
CPI inflation have been well above the 2 per cent inflation target. 
While one-off factors, particularly higher insurance premiums, 
and increased costs for some key product inputs have contributed 
importantly to high inflation, price pressures arising from strong 
domestic demand have also been at play. Indeed, although exter- 
nal demand for Canadian products has weakened, our economy 
has continued to operate close to full production capacity because 
of strong domestic demand. In this environment, inflation expecta- 
tions have edged up. 

In view of the domestic inflation situation and the underlying 
momentum of domestic demand, the Bank raised its target over- 
night rate on each of its last two policy announcement dates by 
25 basis points, bringing it to 3.25 per cent. 

Economic, financial, and geopolitical uncertainty has also fig- 
ured prominently in the global economic picture over the past six 
months. Some of the geopolitical and financial uncertainty has 
lifted more recently, and the Bank expects that it will continue to 
recede. Global economic uncertainty remains important, however, 
especially over the near term. 

Overall, the risks confronting the world economy now appear 
to be better balanced compared with last autumn, and by year- 
end, business and household confidence levels should be much 
higher. Thus, while global economic uncertainty will likely con- 
tinue to dampen growth over the near term, activity should begin 
to strengthen towards the end of this year and through 2004, par- 
ticularly in North America. 

Given the underlying momentum of domestic demand, and an 
expectation that external demand for Canadian products will 
strengthen as uncertainties recede and confidence improves, the 
Bank continues to believe that further reductions in monetary 
stimulus will be necessary over time to return inflation to its 2 per 
cent target and to sustain output levels close to capacity. The tim- 
ing and pace of further increases in policy interest rates will 
depend on the strength of domestic demand, the evolution of 
inflation expectations, and the pace of economic expansion in the 
United States and in overseas economies. 
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MONETARY PoLicy REPORT 


Overview 


Since the Bank’s last Monetary Pol- 
icy Report, both core and total CPI in- 
flation have been well above the 2 per 
cent inflation target. While one-off 
factors, particularly higher insurance 
premiums, and increased costs for 
some key product inputs have con- 
tributed importantly to high inflation, 


price pressures arising from strong 


domestic demand have also been at 
play. Indeed, although external de- 
mand for Canadian products has 
weakened, our economy has contin- 
ued to operate close to full production 
capacity because of strong domestic 
demand. In this environment, infla- 
tion expectations have edged up. 

In view of the domestic inflation 
situation and the underlying momen- 
tum of domestic demand, the Bank 
raised its target overnight rate on 
each of its last two policy announce- 
ment dates by 25 basis points, bring- 
ing it to 3.25 per cent. 

Economic, financial, and geopo- 
litical uncertainty has also figured 
prominently in the global economic 
picture over the past six months. 
Some of the geopolitical and financial 
uncertainty has lifted more recently, 
and the Bank expects that it will con- 
tinue to recede. Global economic 
uncertainty remains important, how- 
ever, especially over the near term. 

Overall, the risks confronting the 
world economy now appear to be 
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better balanced compared with last 
autumn, and by year-end, business 
and household confidence levels 
should be much higher. Thus, while 
global economic uncertainty will like- 
ly continue to dampen growth over 
the near term, activity should begin to 
strengthen towards the end of this 
year and through 2004, particularly in 
North America. 


Highlights 


¢ Inflation has been well above the 2 per 
cent inflation target, and inflation 
expectations have edged up. 


In view of the domestic inflation situa- 
tion and the underlying momentum of 
domestic demand, the Bank has raised 
its target overnight rate to 3.25 per 
cent. 


Global economic uncertainties will 
likely dampen near-term growth; how- 
ever, the pace of activity should 
strengthen towards the end of this 
year and through 2004 as confidence 
levels improve. 


The Bank believes that further reduc- 
tions in monetary stimulus over time 
will be necessary, but the timing and 
pace will depend on the evolution of 
inflation expectations and the strength 
of domestic and external demand. 
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Given the underlying momentum 
of domestic demand, and an expecta- 
tion that external demand for Canadi- 
an products will strengthen as 
uncertainties recede and confidence 
improves, the Bank continues to be- 
lieve that further reductions in mone- 
tary stimulus will be necessary over 
time to return inflation to its 2 per 
cent target and to sustain output lev- 
els close to capacity. The timing and 
pace of further increases in policy in- 
terest rates will depend on the 
strength of domestic demand, the ev- 
olution of inflation expectations, and 
the pace of economic expansion in the 
United States and in overseas econo- 
mies. 


Recent Developments 


After expanding at a vigorous 
pace in the first half of 2002, the Cana- 
dian economy grew at a more modest 
annualized rate of 2.6 per cent in the 
second half of last year. Reduced ex- 
ports to the United States were one of 
the main reasons why economic 
growth in Canada slowed towards 
the end of 2002. But, at the same time, 
domestic demand continued to be 
strong, underpinned by stimulative 
monetary policy and significant gains 
in employment and real incomes. 

These same factors continued to 
affect the economy during the first 
quarter of 2003. The Bank estimates 
that the economy grew at an annual- 
ized rate of around two per cent in 
that quarter. While this pace was be- 
low the estimated 3 per cent growth 
rate of the economy's potential, the 
Bank's conventional measure of po- 
tential suggests that the economy is 
still operating very close to its full 
production capacity. 

Several economic indicators sup- 
port this view. These include meas- 
ures of capacity utilization, profits 
as a share of GDP, and the proportion 
of firms reporting labour shortages 
in the survey conducted by the 


Consumer Price Index 
Year-over-year percentage change 


Target range 
Target midpoint 


1994-.-1995 1996 (1007 1998 


1999 2000 2001 


Total CPI 


2002 2003 


* CPI excluding the eight most volatile components and the effect of changes 


in indirect taxes on the remaining components 


Bank's regional offices. However, 
the marked rise in the labour force 
participation rate over the past year 
and the absence of upward pressure 
on wages indicate that there may be 
more slack in the economy than the 
conventional measure suggests. 

Overall, it is the Bank’s view that 
the level of activity has been close to 
capacity since early 2002. 

Canada’s inflation rate has risen 
markedly since the October Report. 
Core inflation—a measure that 
focuses on the trend of inflation by 
stripping out the most volatile com- 
ponents of the consumer price index 
basket—was 3.1 per cent in February. 
This higher-than-expected core infla- 
tion reflects a combination of one-off 
factors, higher costs for certain in- 
puts, and strong domestic demand. 

The most conspicuous of the one- 
off factors is the rapid rise in insur- 
ance premiums, which reflects both 
higher claims and low returns on 
portfolio investments by the insur- 
ance industry. In a number of areas, 
higher prices for key inputs, such as 
energy and grains, are pushing up the 
prices of final goods and services. As 
well, with the economy operating 
close to capacity, there have been 
signs of price pressures in certain sec- 
tors such as shelter, personal care 
services, and some recreational services. 
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Vue d’ensemble 


Depuis la parution du dernier Rapport 
sur la politique monétaire, tant \’inflation 
mesurée par l’IPC global que celle mesurée 
par l’indice de référence ont été de beau- 
coup supérieures a la cible de 2 % que 
poursuit la Banque. Si les taux d’inflation 
élevés tiennent en grande partie a des fac- 
teurs ponctuels, notamment la montée des 
primes d’assurance et le renchérissement 
de certains intrants clés, les pressions que 
la demande intérieure a exercées sur les 
prix y ont aussi fortement contribué. La 
robustesse de cette derniére a en effet 
permis a l’économie de notre pays de 
continuer a tourner pres des limites de sa 
capacité malgré l’affaiblissement de la 
demande extérieure de produits canadiens. 
Dans ce contexte, les attentes d’inflation 
affichent une certaine hausse. 

Compte tenu de la situation de l’infla- 
tion au pays et de la vigueur sous-jacente 
de la demande intérieure, la Banque a 
relevé le taux cible du financement a un 
jour de 25 points de base a chacune de ses 
deux derniéres dates d’annonce préétablies, 
portant ainsi ce dernier a 3,25 %. 

La grande incertitude économique, 
financiere et géopolitique observée a 
l’échelle de la planéte a été un autre trait 
dominant des six mois qui viennent de 
s’écouler. Les inquiétudes d’ordre géopo- 
litique et financier se sont dissipées en 
partie ces derniers temps, et la Banque 
prévoit qu’elles s’estomperont davantage. 
Le climat économique mondial demeure 
toutefois considérablement incertain, en 
particulier a court terme. 

Dans I’ensemble, les risques auxquels 
fait face l’économie mondiale semblent 
mieux équilibrés maintenant que ce n’était 
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le cas l’automne dernier; en outre, la 
confiance des consommateurs et des 
entreprises devrait s’étre sensiblement 
redressée d'ici la fin de l’année. Par 
conséquent, méme si l’incertitude planant 
sur l’économie mondiale continuera 
vraisemblablement de limiter la croissance 
dans le proche avenir, l’activité devrait 
se renforcer vers la fin de cette année et 
tout au long de 2004, particuli¢rement en 
Amérique du Nord. 


Faits saillants 


L’inflation a dépassé de beaucoup la 
cible de 2 % visée, et les attentes d’infla- 
tion affichent une certaine hausse. 


Compte tenu de la situation de l’infla- 
tion au pays et de la vigueur sous-jacente 
de la demande intérieure, la Banque a 
porté a 3,25 % le taux cible du finance- 
ment a un jour. 


Lincertitude planant sur l’économie 
mondiale limitera vraisemblablement la 
croissance dans le proche avenir; toute- 
fois, l’activité devrait se renforcer vers 
la fin de cette année et tout au long de 2004, 
a mesure que la confiance se rétablira. 


La Banque estime qu’elle devra réduire 
davantage la détente monétaire a l’ave- 
nir, mais le moment et l’ampleur du res- 
serrement continueront de dépendre de 
l’évolution des attentes d’inflation et de 
la robustesse de la demande intérieure 
et extérieure. 
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Compte tenu de la vigueur fonda- 
mentale de la demande intérieure au 
Canada et du raffermissement que devrait 
connaitre la demande extérieure de produits 
canadiens 4 mesure que l’incertitude se 
dissipera et que la confiance se rétablira, 
la Banque estime encore qu'il lui faudra 
réduire davantage le degré de détente 
monétaire a l’avenir pour ramener le taux 
d’inflation a la cible de 2 % et faire en sorte 
que la production demeure pres des limites 
de la capacité. Le moment et l’ampleur des 
nouveaux relévements du taux directeur 
dépendront de la robustesse de la demande 
intérieure, de l’évolution des attentes 
d’inflation ainsi que du rythme de 
expansion économique aux Etats-Unis et 
dans les pays d’outre-mer. 


L’évolution récente 


Apres avoir affiché une progression 
rapide au premier semestre de 2002, l’acti- 
vité a crf a un taux annuel plus modéré 
de 2,6 % dans la seconde moitié de l’année. 
Le repli des exportations a destination des 
Etats-Unis est lune des principales causes 
de la décélération de la croissance enregis- 
trée par le Canada vers la fin de 2002. 
Parallélement, toutefois, la demande inté- 
rieure est restée vigoureuse sous l’effet de 
la politique monétaire expansionniste et 
des gains considérables enregistrés aux 
chapitres de l’emploi et des revenus réels. 

Ces mémes facteurs ont continué 
d‘influer sur l’économie au premier trimestre 
de 2003. La Banque estime que I’activité 
a augmenté a un rythme annuel de 2 % 
environ pendant cette période. Bien que ce 
taux soit inférieur a celui de la production 
potentielle, évalué a 3 %, la mesure écono- 
métrique de la production potentielle 
dont la Banque se sert habituellement 
indique que l’économie fonctionnerait 
encore tres prés des limites de sa capacite. 

Plusieurs autres indicateurs écono- 
miques viennent conforter cette hypothese, 
notamment des mesures du taux d’utilisa- 
tion des capacités, le ratio des bénéfices au 
PIB et le pourcentage des entreprises qui 
signalent des pénuries de main-d’ceuvre 
dans le cadre du sondage mené par les 
bureaux régionaux de la Banque. A 
contrario, la forte montée du taux d’activite 
au cours de la derniére année et l’absence 
de pressions a la hausse sur les salaires 


Indice des prix a la consommation 


Taux de variation sur douze mois 


Point médian de 
la fourchette cible 


-Fourchette cible 


de référence* 


1994 1995 1996 1997 1998 


1999 2000 2001 


IPC global 


2002 2003 


* Indice excluant les huit composantes les plus volatiles de 1’ IPC et l’effet des 
modifications des impéts indirects sur les autres composantes 


donnent a penser que la marge de ressources 
inutilisées pourrait étre un peu plus im- 
portante que ne laissent supposer les 
mesures habituelles. 

Dans l’ensemble, la Banque est d’avis 
que l’économie canadienne fonctionne 
proche des limites de sa capacité depuis le 
début de 2002. 

L’inflation au Canada a beaucoup 
augmenté depuis la livraison d’octobre 
du Rapport sur la politique monétaire. Ainsi, 
le taux d’accroissement de l’indice de 
référence — indice qui exclut les compo- 
santes les plus volatiles de l’IPC et met 
donc l’accent sur la tendance de |’inflation 
— a atteint 3,1 % en février. Cette hausse 
plus élevée que prévu de I’inflation mesu- 
rée par l’indice de référence tient a la 
combinaison de divers facteurs ponctuels, 
au relevement du cout de certains intrants 
et a la vigueur de la demande intérieure. 

Le plus notable des facteurs ponctuels 
a été la trés vive montée des primes d’as- 
surance, due a la fois a une augmentation 
des demandes d’indemnisation aupres 
des compagnies d’assurance et au faible 
rendement des placements financiers de 
ces derniéres. Dans bon nombre de 
secteurs, le renchérissement d’intrants clés 
comme l’énergie et les céréales exerce des 
pressions a la hausse sur les prix des biens 
et services finaux. En outre, l’6conomie 
tournant prés des limites de sa capacité, 
il y a eu des signes de tensions sur les 
prix dans certains secteurs, comme ceux 
du logement, des soins personnels et de 
divers services récréatifs. 

L‘inflation sur douze mois mesurée par 
l’'trc global a atteint un sommet de 4,6 % 


1994 
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Estimation de |’écart de production* 
Différence entre la production observée et la production potentielle estimée 
4 4 


1995 


1996. 1997 1998 


1999 2000 2001 2002 2003 


* Les zones ombrées autour des valeurs estimées de |’écart de production 
représentent (des plus foncées aux plus pales) des intervalles de confiance 
a 25 %, 50 %, 75 % et 95 %. 

Nota: La valeur estimée de I’ écart pour le premier trimestre de 2003 se fonde 


sur une croissance prévue de la production de 2 % (en rythme annuel) 
pour ce trimestre. 


en février, ce qui est bien au-dessus de la 
cible de 2 %. Cette vive poussée tient en 
grande partie a la majoration substantielle 
des prix de l’essence, du mazout et du gaz 
naturel. Les craintes d’une interruption de 
l’‘approvisionnement au Proche-Orient et 
ailleurs, ainsi que les froids inhabituels 
enregistrés en Amérique du Nord, ont 
fait grimper encore davantage les cotits 
de l’énergie. 

Les mesures du taux d’inflation atten- 
du a court terme — qui comprennent des 
données tirées d’une enquéte réalisée 
aupres des entreprises par les bureaux 
régionaux de la Banque ainsi que la 
moyenne des prévisions du secteur privé 
— affichent une légére hausse. Toutefois, 
les indicateurs des attentes a plus long 
terme se maintiennent autour de 2 %. 

En raison de l’affaiblissement de 
l’activité a l’échelle mondiale et des incer- 
titudes pesant sur les scenes économique, 
financiére et géopolitique, la Banque du 
Canada a décidé de ne pas modifier son 
taux directeur clé aux dates d’annonce 
préétablies d’octobre et de décembre 2002. 
Ce taux est demeuré inchangé en janvier 
également, mais la Banque a alors fait 
remarquer que l’inflation plus élevée que 
prévu pouvait signifier que l’économie 
canadienne tournait plus pres des limites 
de sa capacité qu’on ne l’avait d’abord cru. 
Aux dates d’annonce de mars et d’avril, la 
Banque a relevé son taux directeur clé de 
25 points de base, le portant ainsi a 3,25 %. 
Ces décisions ont été prises en raison de 
la persistance de taux d’inflation élevés, 
des prévisions selon lesquelles l’économie 


canadienne allait demeurer pres des limites 
de sa capacité et du caractére expansion- 
niste de la politique monétaire. 


Les perspectives en matiere de 
croissance et d’inflation 


L’expansion de l’économie mondiale 
se poursuit, mais a un rythme inférieur 
a ce qui avait été prévu dans le Rapport 
d’octobre et dans la Mise a jour de janvier. 
Comme Iincertitude économique demeure 
un facteur important, la croissance de 
l’activité a l’échelle internationale restera 
probablement faible dans le proche 
avenir. Mais grace a l’atténuation des 
inquiétudes d’ordre géopolitique, du recul 
sensible des prix du pétrole et de l’amélio- 
ration des conditions financiéres, les 
risques auxquels fait face l’6conomie mon- 
diale sont maintenant mieux équilibrés. 

L’analyse et les projections de la 
Banque demeurent fondeées sur l’hypothese 
d’un net redressement de la confiance a 
l’échelle mondiale d'ici la fin de l’année. 
Ainsi, méme si la Banque prévoit que 
économie des Etats-Unis progressera 
moins rapidement que la production 
potentielle au cours des trois premiers 
trimestres de 2003, elle s’attend a ce que 
l’expansion dans ce pays affiche un rythme 
supérieur au taux de croissance potentiel 
vers la fin de l’année et tout au long de 
2004. Le rétablissement de la confiance, 
l’orientation expansionniste de la politique 
monétaire, les réductions d’impéts et 
‘augmentation des dépenses au chapitre 
de la défense devraient soutenir l’activité 
économique. En somme, la Banque estime 
que le taux de croissance de l’économie 
américaine se situera, en moyenne annuelle, 
aux alentours de 2 1/2 % en 2003 et de 4 % 
en 2004. 

La reprise est moins certaine dans les 
autres pays industrialisés, oti la faiblesse de 
la demande int€rieure est préoccupante. 

Les risques de propagation du syn- 
drome de détresse respiratoire aigué (SDRA) 
ont également accentué l’incertitude. 

Au Canada, la croissance de l’économie 
devrait se chiffrer a pres de 21/2 % en 
moyenne sur les trois premiers trimestres 
de 2003. Toutefois, a la faveur d’une reprise 
de l’activité aux Etats-Unis, elle devrait 
s’accélérer vers la fin de l’année et durant 


SOMMAIRE DU RAPPORT SUR LA POLITIQUE MONETAIRE — AVRIL 2003 


Taux du papier commercial a 90 jours, 
taux cible du financement a un jour 
et taux cible des fonds fédéraux américains 


Données quotidiennes 


Taux cible 
du financement 


Taux cible des 
fonds fédéraux 


a un jour 


Taux du papier 


commercial 
a 90 jours | 


tout 2004. Les exportations, qui avaient 
fléchi vers la fin de 2002 et au début de 
2003, devraient se redresser, et on s’attend 
ace que le gouvernement augmente sensi- 
blement ses dépenses en biens et services. 
Sous l’impulsion d’une nouvelle amélio- 
ration des conditions financiéres, les 
dépenses d’investissement devraient aussi 
redémarrer. En outre, il est probable que 
les activités de forage classique de pétrole 
et de gaz naturel s’intensifieront, stimu- 
lées par les cours élevés du pétrole brut et 
du gaz. La dépense des ménages devrait 
également connaitre une hausse solide, 
méme si le rythme d’accroissement sera 
ralenti quelque peu par la réduction de la 
détente monétaire en place. 

On s’attend finalement a ce que la 
croissance annuelle moyenne au Canada 
soit de l’ordre de 2 1/2 % en 2003. Pour 
2004, la Banque projette un taux de crois- 
sance supérieur a celui de la production 
potentielle, qui est de 3 %. Cela signifie 
que la faible marge de capacités excéden- 
taires qui est susceptible d’apparaitre au 
cours des deux ou trois premiers trimestres 
de cette année aura en grande partie 
disparu avant la fin de 2004. 


Compte tenu de la vigueur fonda- 
mentale que continue d’afficher la demande 
intérieure et de la reprise attendue de 
lactivité économique aux Etats-Unis vers 
la fin de 2003 et durant 2004, la Banque 
estime encore qu'il lui faudra réduire 
davantage le degré de détente monétaire a 
l’avenir pour ramener le taux d’inflation 
a la cible de 2 % et faire en sorte que la 
production demeure pres des limites de la 
capacité. 

L’inflation mesurée par l’indice de ré- 
férence devrait se maintenir aux alentours 
de 3 % jusqu’au milieu de 2003. Toutefois, 
l’incidence combinée des facteurs ponc- 
tuels devrait décroitre de fagon sensible 
au deuxiéme semestre et s’étre en grande 
partie résorbée d’ici le début de 2004. En 
outre, l’écart entre la demande et l’offre 
globales devrait exercer une légére pres- 
sion a la baisse sur |’inflation au cours de 
la période considérée. La Banque s’attend 
donc a ce que l’inflation mesurée par 
l’indice de référence redescende a environ 
21/2 % au second trimestre de 2003 et 
avoisine les 2 % dés le début de 2004. 

Le taux d’accroissement de I’IPC global 
continuera de dépendre dans une large 
mesure des cours du pétrole brut. Si ces 
derniers devaient se situer en moyenne 
aux environs de 28 $ E.-U. le baril dans les 
prochains mois, l’inflation mesurée par 
l’1rc global devrait se replier a pres de 
33/4 % au second trimestre. S’ils devaient 
descendre autour de 25 $ E.-U. le baril 
vers le milieu de 2003 — ce qui serait con- 
forme en gros aux prix des contrats a 
terme —, et si le dollar canadien devait 
se maintenir pres des niveaux actuels, 
le taux d’augmentation de I’IPC global 
devrait tomber provisoirement, au premier 
semestre de l’an prochain, en dessous de 
celui de l’indice de référence, avant de se 
stabiliser a un niveau proche de celui-ci. 


Le Rapport sur la politique monétaire de la Banque du Canada est publié en avril et en octobre. Des mises a jour 
de l’analyse qui y est présentée paraissent en juillet et en janvier. Pour recevoir des exemplaires du Rapport au 
complet, du Sommaire ou de la Mise a jour, veuillez communiquer avec le Service de la diffusion des publica- 


tions, département des Communications, Banque du Canada, Ottawa (Ontario), Canada K1A 0G9. 
Téléphone : (613) 782-8248; adresse électronique : publications@banqueducanada.ca; 
site Web : http://www.banqueducanada.ca 
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Estimated Output Gap* 


Difference between actual output and estimated potential output 


1998 1999 2000 2001 2002 2003 


* The shading around the values of the estimated output gap shows 

(from darkest to lightest) confidence intervals of 25 per cent, 50 per cent, 
75 per cent, and 95 per cent. 

Note: The estimate for the first quarter of 2003 is based on a projected rise in 
output of 2 per cent (at annual rates) for the quarter. 


The overall annual CPI inflation 
rate reached a peak of 4.6 per cent in 
February, well above the 2 per cent in- 
flation target. One important factor 
behind the jump in total inflation has 
been the sharp rise in the prices of 
gasoline, fuel oil, and natural gas. 
Fears of supply disruptions in the 
Middle East and elsewhere pushed 
energy costs higher, as did unusually 
cold weather in North America. 

Measures of near-term inflation 
expectations have edged up. These in- 
clude data from the survey of firms 
conducted by the Bank's regional of- 
fices and the average private sector 
consensus forecast. However, meas- 
ures of longer-term inflation expecta- 
tions continue to be centred around 
2 percent. 

In light of the weakening global 
economic situation and economic, fi- 
nancial, and geopolitical uncertain- 
ties, the Bank of Canada kept its key 
interest rate unchanged on its Octo- 
ber and December 2002 fixed an- 
nouncement dates. The key policy 
rate was left unchanged again in Jan- 
uary, although the Bank noted that 
higher-than-expected inflation could 
be a sign that the Canadian economy 
was closer to its level of full capacity 
than previously believed. On both the 
March and April announcement 
dates, the Bank raised its key policy 


rate by 25 basis points, bringing it to 
3.25 per cent. These decisions were 
taken against the backdrop of persist- 
ently high inflation rates, the expecta- 
tion that the economy would remain 
near its capacity, and the stimulative 
stance of monetary policy. 


Prospects for Growth and 
Inflation 


The global economy continues 
to expand, but at a slower pace than 
projected in the October Report and the 
January Update. Given that economic 
uncertainty remains an important 
factor, global economic growth will 
likely remain subdued over the near 
term. But with geopolitical uncertain- 
ty lessening, world oil prices signifi- 
cantly lower, and financial conditions 
improving, the risks confronting the 
world economy are now better bal- 
anced. 

The Bank's analysis and projec- 
tions continue to be based on the as- 
sumption that global confidence will 
improve significantly by the end of 
the year. So, while growth in the Unit- 
ed States is expected to be below the 
growth rate of that economy's poten- 
tial over the first three quarters of 
2003, it is projected to rise above po- 
tential towards the end of the year 
and through 2004. Improved confi- 
dence levels, along with stimulative 
monetary policy, tax cuts, and in- 
creased defence spending, should 
support activity. All told, the Bank ex- 
pects that U.S. economic growth, on 
an annual average basis, will be about 
2 1/2 per cent in 2003 and about 
4 per cent in 2004. 

The recovery is less certain in other 
industrialized countries, where weak 
domestic demand is a concern. 

The possible spread of Severe 
Acute Respiratory Syndrome (SARS) 
has also increased uncertainty. 

Canadian economic growth 
should average near 2 1/2 per cent 
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over the first three quarters of this 
year. But with a pickup in economic 
activity in the United States, growth 


90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


in Canada should accelerate towards 
the end of the year and through 2004. 
Exports, which declined in late 2002 
and early 2003, should recover, while 
government spending on goods and 
services is expected to increase 
solidly. With a further improvement 
in financial conditions, investment 
spending should also pick up. In ad- 
dition, conventional drilling by the oil 
and gas sector should increase, in re- 
sponse to high prices for crude oil and 
natural gas. Household spending is 
expected to grow at a healthy rate, al- 
though this will be moderated some- 
what by the withdrawal of monetary 
stimulus. 

Average annual growth in Cana- 
da is expected to be about 21/2 per 
cent in 2003. Over the course of 2004, 
the Bank projects growth above the 
economy’s 3 per cent growth of po- 
tential. This implies that most of the 
small amount of economic slack that 
is likely to open up over the first two 
or three quarters of this year will have 
closed by the end of 2004. 

With domestic demand remain- 
ing strong and given the expected 
pickup in U.S. activity towards year- 
end and into 2004, the Bank continues 
to see the need for further removal of 
monetary stimulus over time to re- 
turn inflation to its 2 per cent target 
and to maintain output levels close to 
capacity. 

Core inflation is expected to re- 
main near 3 per cent through mid- 
2003. However, the combined effect 
of one-off factors should decrease 


Daily 


: Target for 
i oe the overnight rate 


90-day 
commercial 
paper rate a8 


2 i 
L. 
Target for +; 


the U.S. federal | 
funds rate 


significantly in the second half of this 
year and will likely have run its 
course by early 2004. In addition, the 
balance of aggregate demand and 
supply in the economy should be a 
source of slight downward pressure 
on inflation over the projection hori- 
zon. The Bank expects core CPI infla- 
tion to fall to about 2 1/2 per cent in 
the second half of this year, and to 
about 2 per cent by early 2004. 

Total CPI inflation will continue to 
be importantly affected by swings in 
crude oil prices. If oil prices were to 
average about US$28 per barrel in 
coming months, total CPI inflation 
would be expected to ease to about 
3 3/4 per cent in the second quarter. If 
crude oil prices were then to settle 
down at about US$25 per barrel by 
mid-2003, consistent with futures 
prices, and the Canadian dollar were 
to stay close to current levels, total CPI 
inflation would likely fall temporarily 
below the core rate in the first half of 
next year, before steadying out at a 
rate close to core inflation. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting: Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
Web site: http://www.bankofcanada.ca 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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No one can predict what kind of shocks our 
economy will face in the future, but we know 
that shocks will occur. What’s important is that 
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1. OVERVIEW 


In the April Monetary Policy Report, the Bank noted that infla- 
tion was well above its 2 per cent target and that short-term infla- 
tion expectations had edged up. Although inflation was being 
pushed up by special factors, particularly insurance premiums 
and energy costs, there were also signs that strong domestic 
demand was working to broaden price pressures. In April, we pro- 
jected that Canadian economic growth would average 2 1/2 per 
cent in the first three quarters of the year and that core inflation 
would fall to 2 per cent by early 2004. 

As it turns out, growth has been weaker than expected and is 
now likely to average just over 1 1/2 per cent in the first three 
quarters of the year. So the Bank now estimates that there is more 
slack in the economy than was projected in April. Moreover, the 
decline in core inflation occurred earlier, and has been more pro- 
nounced, than we had projected. As well, virtually all measures of 
inflation expectations have decreased since April. 

This drop in core inflation reflected several unforeseen devel- 
opments over the last six months. These include broad-based 
weakness in the prices of goods, such as automobiles and clothing, 
substantial reductions in the prices of tourism-related services 
owing to the outbreak of severe acute respiratory syndrome 
(SARS), and a slightly faster easing of pressures from insurance 
premiums. The substantial fall in the value of the U.S. dollar 
added to the weakness in goods prices in Canada. The Canadian 
dollar has averaged 72 1/2 cents U.S. since the July Monetary Pol- 
icy Report Update, a sharp increase from the 69-cent level reached 
at the time of the April Report. 

It now appears that core inflation will stay below 2 per cent 
until mid-2005, reflecting the excess supply in the economy, more 
moderate rises in insurance premiums, and the remaining impact 
of the past appreciation of the Canadian dollar. 

Against this background, the Bank has reduced its target for 
the overnight rate by a total of 50 basis points since the April 
Report, bringing it to 2.75 per cent (Chart 1). This action was taken 
to support a return to levels of economic activity consistent with 
an overall balance between supply and demand, with the aim of 
bringing inflation back to the 2 per cent target over the medium 
term. 

Despite a weak second quarter and additional third-quarter 
shocks, such as the power blackout in Ontario, there have been a 


This report includes information received up to the fixed announcement date on 
15 October 2003. 


Developments in the 
target for the overnight 
rate since the April 
Report: 


3 June — no change 


15 July — down 25 basis 
points to 3.00 per cent 


3 Sept. — down 25 basis 
points to 2.75 per cent 


15 Oct. — no change 
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Chart 1 


90-Day Commercial Paper Rate, Target for the Overnight Rate, 
and Target for the Federal Funds Rate 
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number of encouraging developments. Growth in final domestic 
demand has remained robust, and the adverse effects of some of 
the recent shocks are beginning to dissipate. The inventory adjust- 
ment, which began earlier this year, is largely complete. Global 
economic conditions have improved since the April Report, and 
recent data indicate that the anticipated recovery in the United 
States is taking place earlier and will be stronger than previously 
expected. Financial conditions are also supportive of growth. 

The Bank continues to expect growth in the Canadian econ- 
omy to strengthen during the fourth quarter of 2003 and through 
2004. On balance, this expansion should be above the rate of 
potential growth, relying primarily on solid household spending 
and increased business investment. Stronger economic growth 
abroad should also boost foreign demand for Canadian goods and 
services, but this source of strength will be dampened by the 
higher value of the Canadian dollar. 

There are risks to this outlook related to the timing and magni- 
tude of global demand, price, and exchange rate adjustments to 
economic imbalances. In particular, there is uncertainty both about 
the likely changes in key global exchange rates and about their 
effect on the Canadian economy. There is also uncertainty about 
the sustainability of U.S. growth beyond mid-2004. The Bank will 
closely monitor and assess the implications of all these global 
adjustments for output and inflation in Canada. 
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2. RECENT DEVELOPMENTS IN INFLATION 


Core CPI inflation has decreased considerably since February 
and in August was below the Bank’s 2 per cent inflation-control 
target. The rate of increase in the total CPI has fallen even more 
markedly, reflecting lower year-to-year increases in the prices of 
gasoline and fuel oil. 


Inflation and the 2 per cent target 


Core CPI inflation has come down faster than was projected in 
either the April Report or the July Update (Chart 2).! The core rate 
was 1.5 per cent in August, down from 3.1 per cent last February. 
Other measures of the trend rate of inflation that the Bank fol- 
lows closely have also decreased considerably and in August 
were very close to the core rate (Chart 3). 


Chart 2 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range Target midpoint 


1994 1995 1996 1997 1998 1999 2002 2003 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of inflation excludes the eight most volatile components 
of the CPI and adjusts the remaining components to remove the effect of 
changes in indirect taxes. The eight most volatile components are fruit, vege- 
tables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and 
mortgage-interest costs. 


Core inflation has 
decreased considerably 
since February... 
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Chart 3 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


| 
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CPIXFET** 
Core CPI 


1999 2000 2001 2002 2003 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


At the time of the April Report, both core and total CPI inflation 
were well above the 2 per cent target. While one-off factors had 
contributed importantly to high inflation, there was evidence that 
some of the price pressures stemmed from robust domestic 
demand. The core rate of inflation was projected to remain above 
2 per cent through 2003 and to move down to the 2 per cent target 
by early 2004, as the effect of one-off factors (such as the earlier 
large increases in insurance premiums) diminished. In fact, the 
core rate fell sooner and by more than anticipated. 

This surprisingly early and sharp drop in core inflation has 
reflected a combination of unanticipated developments over the 
last six months: broad-based weakness in the prices of many 
goods, the adverse economic effects of an outbreak of severe acute 
respiratory syndrome (SARS) and of an isolated case of bovine 
spongiform encephalopathy (BSE), and a slightly faster-than- 
expected unwinding of the one-off factors. 

The most important of these unexpected developments was 
the degree of weakness in the prices of many durable and semi- 
durable goods, such as automobiles and clothing. The relative 
importance of the various factors behind this weakness is not entirely 
clear. Part of the downward pressure on these prices came from dis- 
counting by retailers in an effort to reduce an undesired inventory 
buildup. The downward pressures on import prices arising from 
declining world prices for many goods and from a rising Canadian 
dollar were also stronger than expected. 

Substantial reductions in tourist spending, exacerbated by a tem- 
porary outbreak of SARS in the Greater Toronto Area, contributed 
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to considerable cutbacks in the prices of related services. As the 
adverse effects of SARS gradually unwind, these prices should 
return to more normal levels. Beef prices in Canada (at both the 
producer and consumer level) have also weakened in recent 
months with the buildup of supplies following the imposition of 
trade restrictions on Canadian beef by the United States and other 
countries. 

Prominent among the one-off factors affecting core inflation 
have been substantial increases in the premiums for both automo- 
bile and home insurance. Over the past six months, increases in 
auto insurance premiums have been slightly lower than antici- 
pated. 

The 12-month rate of increase in the total CPI was 2.0 per cent in 
August, down from 4.6 per cent in February. In addition to the fac- 
tors acting to reduce the core rate, year-to-year increases in the con- 
sumer prices of gasoline and fuel oil have eased considerably 
since February. On balance, crude oil prices have decreased since 
mid-March, although by less than we had expected in the last 
Report. 

In contrast, prices of non-energy commodities have continued 
to move up (Chart 4). Indications of robust Asian demand and 
strengthening U.S. economic growth contributed to gains in the 
prices of base metals, while a combination of production curtail- 
ments (exacerbated by the forest fires in British Columbia this 
summer) and continued strong housing demand helped to boost 
lumber prices. 


Chart 4 


Bank of Canada Commodity Price Index 
1982-90 = 100, in U.S. dollars 


Non-energy 


Total index 
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... as has the rate of 
increase in the total CPI. 


Canada’s real GDP edged 
down in the second 
quarter... 


... as firms sharply cut 
their rates of inventory 
investment. 
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Factors at work on inflation 


Aggregate demand 


Canada’s real GDP advanced at a moderate pace in the first 
quarter of 2003 (Chart 5) but edged down at an annual rate of 
0.3 per cent in the second quarter, a weaker result than had been 
expected in the last Report.2 The most recent indicators for 
spending and activity suggest that economic growth resumed in 
the third quarter but remained slightly below potential at about 
2 1/2 per cent. 


Chart 5 
Real Gross Domestic Product for Canada 


Vear-overvear Quarter-over-quarter 


at annual rates 


[ percentage change | percentage change, 


1999 2000 2001 


* The letter “e” denotes estimate based on available indicators. 


An important factor behind the weakness of aggregate activity 
in the second quarter of 2003 was the unexpectedly sharp drop in 
inventory investment. After experiencing a considerable buildup 
of stocks early this year, retailers and wholesalers slashed their 
rates of inventory accumulation in the second quarter. A number 
of unusual shocks also acted to dampen economic activity in both 
the second and third quarters (Technical Box 1). 

Nevertheless, a number of positive developments have pro- 
vided underlying support to the economy. Growth in household 
spending has been robust, boosted by low interest rates (Chart 6). 
In particular, housing expenditures have remained strong, and 
housing prices have continued to increase. As well, capital spend- 
ing by firms picked up in the first half of the year. A strengthening 
of the pace of economic expansion in the United States provided 
some support for Canada’s exports. 


2. Statistics Canada reported that there was more uncertainty than usual 
about the second-quarter estimate because of the difficulty of valuing trade 
flows amid the exchange rate volatility. 
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Technical Box 1 
Estimated Economic Impact of Recent Unusual Shocks 


Several unusual and temporary shocks have hit the Canadian economy since last 
February. These include SARS, bovine spongiform encephalopathy (BSE), the Ontario 
electricity blackout, and the severe forest fire situation in British Columbia. Overall, the 
Bank estimates that growth (expressed quarterly at an annual rate) was reduced by 
about 0.7 percentage points in the second quarter and by about 0.6 percentage points in 
the third quarter, as a result of the direct effects of these events. We have not tried to 
quantify the indirect effects. Given the temporary nature of these shocks, growth is 
expected to rebound in the fourth quarter. 

Although the first documented case of SARS appeared in Canada on 23 February, 
the economic impact was most severe in the second quarter. Growing fear of the conta- 
gious and sometimes fatal disease contributed importantly to a decline in spending on 
tourism. Several sectors were seriously affected, such as air transportation, hotel and 
other accommodation, entertainment, bars and restaurants, and car rentals. Although 
expenditures by foreign tourists remain weak, domestic tourist spending has already 
shown signs of reviving. 

The discovery of one case of BSE in Alberta on 20 May precipitated the closure of 
international borders to imports of Canadian cattle, beef, and related products. The 
resulting sharp and immediate drop in beef slaughter, processing, and related activities, 
dampened GDP growth in the second and third quarters. The recent partial lifting of 
import bans on beef products should have a slight positive impact on growth in the 
fourth quarter, although the continued ban on international shipments of live cattle 
will likely have a more persistent adverse effect. 

The blackout in Ontario on 14 August and the ensuing power restrictions through 
to 25 August caused a marked decline in production for a wide range of industries. The 
impact on GDP growth in the third quarter should be reversed in the fourth quarter, 
since production is expected to have returned to normal by then. 

The recent forest fires in British Columbia have led to a drop in tourism spending 
and in logging and forestry activities in the region. In the near term, this should be 
roughly offset by increased government spending on fire fighting and reconstruction. 
However, there could be a small adverse effect on activity in British Columbia’s for- 
estry industry over the longer term as a result of the loss of timber resources. 

The combined negative impact of the shocks would be larger if they were to 
seriously erode consumer and business confidence. To date, however, indicators 
suggest that there has been little change, overall, in confidence. 


Estimated Impact on Real GDP Growth 
(Quarter-over-quarter percentage change at an annual rate) 
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Chart 6 
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Economic activity in the United States gathered momentum in 
the second quarter of this year owing to solid gains in household 
and business spending, as well as a sharp increase in federal 
defence outlays (Chart 7). Recent data suggest that both consump- 
tion and investment are continuing to rise at a robust pace, sup- 
ported by the easing in monetary and fiscal policy and a reduction 
in uncertainty. Thus, the near-term outlook has improved substan- 
tially since the last Report. Real GDP growth is expected to be 
around 5 3/4 per cent in the third quarter. 


Chart 7 
Real Gross Domestic Product for the United States 
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* The letter “e” denotes estimate based on available indicators. 
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Estimated pressures on capacity 


The Bank’s conventional measures of potential output and the 
output gap indicate that the level of economic activity fell below 
production capacity in the second and third quarters of this year 
(Chart 8). 

Several indicators are consistent with the view that slack has 
developed since early 2003. Capacity utilization in the non-farm, 
goods-producing sector eased in the second quarter of 2003. The 
unemployment rate has risen, and, in the regular survey con- 
ducted by the Bank’s regional offices, the proportion of firms 
reporting labour shortages has fallen below its average of the last 
four years. The relatively low rates of wage increases are further evi- 
dence of excess supply in labour markets. And measures of the 
trend rate of inflation have been lower than expected. 

On balance, it is the Bank’s view that the economy is currently 
operating with somewhat more slack than its conventional measure 
of the output gap would suggest. In particular, with the actual labour 
force participation rate continuing to rise through September, it is 
likely that the trend component of the participation rate is higher 
than assumed by the conventional measure. With this revised assess- 
ment of potential and the unexpected interruption in economic 
growth in the second quarter, the estimated amount of slack in the 
economy at mid-year is larger than was projected in the last Report. 


Chart 8 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the third quarter of 2003 is based on a projected rise in output of 2.5 per cent 
(at annual rates) for the quarter. 
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Costs and productivity 


Two broad-based measures of average labour compensation— 
the average hourly earnings of permanent workers and hourly 
labour compensation in the business sector—both indicate that the 
underlying rate of increase in wages has been in a range of 
1.75 per cent to 2.25 per cent since late 2002 (Charts 9 and 10). 
However, with a decrease in productivity over the last year, unit 
labour costs in the business sector in the second quarter of 2003 
were about 2.5 per cent higher than year-earlier levels (Chart 10). 


Chart 9 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) 


as 


Private sector** 


Public sector** 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* Source: Statistics Canada, Labour Force Information, last data point plotted = September 2003 
** Source: Human Resources Development Canada, last data point plotted = July 2003 


3. The marked reduction in the average annual wage increase in the unionized 
private sector in the second quarter of 2003 chiefly reflected the impact of Air 
Canada contracts that contained wage freezes and some wage reductions. The 
average annual wage increase in the unionized public sector in July 2003 was 
relatively high, but the number of employees covered by the new contracts 
was much lower than normal. 
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Chart 10 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per 
person-hour 


Unit labour costs 
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* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 
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Financial conditions have 
improved... 


... as stock markets have 
rallied... 


... and corporate bond 
spreads have narrowed 
further. 
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3. FINANCIAL DEVELOPMENTS 


Financial conditions have generally improved since the April 
Report. Stock markets have rallied, corporate bond spreads have 
narrowed further, and the yield curve has steepened. The financial 
situations and profitability of banks in Canada have improved, a 
positive sign for future credit conditions. These developments pro- 
vide a favourable environment for future economic growth. At the 
Same time, prices in some markets have been quite volatile, 
reflecting changing views about global growth and uncertainty 
about the resolution of growing global imbalances. 

Stock markets in Canada and the United States have been 
lifted by a combination of positive earnings and increasing confi- 
dence in a strong recovery. Volatility in these markets has 
remained low. Even with these improvements, equity issuance by 
non-financial firms in Canada is still low, but the issuance of 
income trusts has been strong and has become an important alter- 
native source of financing for firms (King 2003). 

In the bond market, improving financial conditions have been 
reflected in a decline in the spread between the yields on corpo- 
rate and government bonds for both investment-grade (Chart 11) 
and non-investment-grade firms. Measures of credit quality, such 
as the downgrade/upgrade ratio, have also improved, reflecting 
the efforts of firms to restructure their balance sheets and reduce 
debt. The markets were receptive to new bond issuance, which has 
been strong since the last Report. 


Chart 11 


Yield on Canadian Corporate Bonds Minus Yield on Government Bonds 
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Despite easier access to credit, growth in total business credit 
continues to be sluggish, reflecting weak demand (Chart 12). First, 
firms are waiting for clearer signs regarding the strength and sus- 
tainability of the recovery in the United States, and in the global 
economy generally, before undertaking major investment projects. 
Second, some firms are relying on internal funds to finance expen- 
ditures, since corporate profits have remained healthy despite the 
recent retreat from the record high level seen in the first quarter 
(Chart 13). Third, as firms have reduced inventories, short-term 
credit demand has fallen sharply. 


Chart 12 


Business and Household Credit 
Year-over-year percentage change 


Business 


Household 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


Chart 13 


Quarterly Operating Profits for Non-Financial Industries 
Billions of dollars, non-annualized 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 
Source: Statistics Canada 
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Interest rates across the 
term structure have 
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In contrast to business credit, growth in household credit, par- 
ticularly mortgage credit, has remained strong. This reflects 
favourable credit conditions (particularly low mortgage rates) in 
addition to sustained, albeit more modest, income growth. Despite 
recent increases in mortgage rates, the estimated debt-service ratio 
remains below its average over the last decade. Furthermore, 
although households continue to accumulate debt, their balance 
sheets are still healthy, supported mainly by strong gains in hous- 
ing prices. 

Interest rates across the term structure have fallen in Canada 
since April, with a larger decline for short-term instruments, lead- 
ing to a steepening of the yield curve (Chart 14). The lower level 
of short-term market interest rates reflects not only the lower pol- 
icy rate, but also market expectations that short-term rates will 
stay low and stable for some time. Over the same period, medium- 
and longer-term yields have been subject to sharp swings, falling 
abruptly between April and June and rebounding as the outlook 
for global growth improved, led by increasing confidence in the 
U.S. economic recovery (Technical Box 2). These movements in 
bond yields have been a global phenomenon, most pronounced in 
the U.S. and Japanese markets. 

Since reaching a three-year high of approximately 69 cents U.S. 
at the time of the last Report, the Canadian dollar has continued its 
sharp appreciation, rising above 75 cents in October (Chart 15). 
Like many currencies, the Canadian dollar was influenced by the 
broad-based weakness in the U.S. dollar over the period. 


Chart 14 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 
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The Canadian dollar was further supported by rising commod- 
ity prices and the smaller amount of excess capacity in the Cana- 
dian economy than in the U.S. economy. 


Chart 15 
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Technical Box 2 
Recent Developments in Long-Term Interest Rates 


Yields on longer-term bonds in Canada have been unusually volatile since 
April 2003, first falling to near-historic lows and then returning rapidly to previous lev- 
els. This movement followed that in other major markets, notably the U.S. Treasury 
market (see chart). 

The decline in bond yields from April to June was caused mainly by three funda- 
mental developments in the U.S. Treasury market: increasing concern about a contin- 
ued fall in inflation, rising uncertainty surrounding the recovery of the U.S. economy, 
and growing speculation that the Federal Reserve would resort to direct intervention in 
the bond market. These influences caused yields on longer-term U.S. bonds to fall dra- 
matically, reaching historic lows on 13 June. Given the relatively close linkages between 
G-7 debt markets, yields in other bond markets followed. Technical factors also played 
a role. The rapid decline in interest rates generated a large amount of mortgage refi- 
nancing. Holders of mortgage-backed securities then implemented hedging strategies 
that resulted in higher demand for government bonds and, hence, lower yields. To mit- 
igate the appreciation of their currencies in this climate, some foreign central banks 
purchased substantial amounts of U.S.-dollar reserves, investing them in U.S. govern- 
ment debt. 

A key factor in reversing this downward trend in bond yields came on 25 June, — 
when the FOMC lowered the target for the federal funds rate by 25 basis points rather 
than the 50 basis points that the market had expected. Markets interpreted the accom- 
panying press release as relatively optimistic for the U.S. economic outlook, reducing 
the likelihood of any unorthodox policy. Yields on longer-term bonds began to rise 
sharply, and some of the same technical factors that had exacerbated the decline in 
yields now worked in the opposite direction, leading yields to overshoot on the up 
side. Broadly improving economic circumstances in the United States and Japan, as 
well as the increase in expected U.S. government budget deficits, signalled in the 
15 July Budget Review, also pushed government bond yields higher. Yields have subse- 
quently moved back towards the levels that prevailed in early 2003. 

In Canada, signs of slow- 


ing economic activity an d a Yield on U.S. and Canadian 10-Year Bonds 


lower policy rates over the 55 55 
summer have tempered the 

rise in yields on longer-term 5.0 jy Canada 5.0 
bonds, leading to a substantial 
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interest rate spreads. The dif- 
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4. [THE OUTLOOK FOR INFLATION 


International background 


Global economic conditions have brightened since the April 
Report, supported by monetary and fiscal stimulus. While geopo- 
litical uncertainty has waned, growing imbalances in the global 
economy pose their own challenges. 

In the United States, economic prospects have improved since 
the July Update, and short-term risks to the outlook for growth 
now seem better balanced. U.S. economic activity is projected to 
increase at a rate significantly above the economy’s growth poten- 
tial in the second half of the year, boosted by tax rebates to house- 
holds and an upswing in business spending. Continued 
stimulative monetary and fiscal policies and the past depreciation 
of the U.S. dollar should support the economic expansion 
into 2004. Sustained domestic demand should encourage business 
to restock. On an average annual basis, real GDP is projected to 
increase by about 2 3/4 per cent in 2003. This is more than was 
projected in both the last Update and the April Report and reflects 
the apparent revival in business confidence and spending. The 
Bank expects that U.S. economic activity will pick up to a rate of 
about 4 per cent in 2004, which is similar to expectations at the 
time of the April Report and July Update, and assumes in its base 
case that output will continue to grow above the rate of growth of 
potential in 2005. The projection for 2003 is slightly higher than 
the most recent average private sector consensus forecast, while 
that for 2004 is similar. 

In the euro area, domestic demand remains weak. On an aver- 
age annual basis, the Bank projects economic growth in the euro 
area of about 1/2 per cent in 2003, rising to about 11/2 per 
cent in 2004. 

Led by robust growth in China and India, the emerging Asian 
economies are expected to register the fastest rate of expansion of 
any world region this year and next. Although the SARS outbreak 
has affected many countries in the area, its economic impact was 
limited, and local activity is returning to normal. In Japan, eco- 
nomic momentum appears to be picking up more rapidly than 
was assumed, as strengthening demand in the rest of Asia pro- 
vides a boost to Japanese exports. Structural difficulties persist, 
however, and this suggests that growth will likely remain moder- 
ate over the near term. A 2 3/4 per cent expansion in the Japanese 
economy is projected in 2003, followed by growth of about 
11/2 per cent in 2004. 
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Global economic condi- 
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global imbalances 
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The expected strengthening in the pace of global economic 
expansion and robust demand in a number of Asian economies 
should contribute to further increases in the U.S.-dollar price of 
non-energy commodities in 2004. Crude oil prices, on the other 
hand, are assumed to ease to about US$27 per barrel next year and 
remain there in 2005, based on the assumption of a continued grad- 
ual recovery in Iraqi oil production. Natural gas prices are expected 
to remain near their current levels in coming months. These 
assumptions are close to current market expectations (Chart 16). 


Chart 16 
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Global imbalances 


Although a global economic recovery appears to be underway, 
some risks associated with global imbalances remain. 

Because of various factors, including stronger growth in the 
United States than elsewhere in recent years, external imbalances 
have widened. The correction of these imbalances will require a 
relative slowing of domestic demand in the United States and a 
strengthening of demand elsewhere. And this will require some 
further significant adjustments in real exchange rates among cur- 
rencies in industrial and emerging-market countries. In view of 
the amount of excess supply in the global economy, such correc- 
tion must take place alongside a strengthening of global demand. 
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Meanwhile, growing fiscal indebtedness in many countries is 
absorbing an increasing portion of global savings. At some point 
in the medium term, this could lead to higher-than-normal real 
interest rates, which would crowd out private investment. Eventu- 
ally, fiscal consolidation will be required to ensure fiscal sustaina- 
bility. This will be especially important in industrial countries 
where an aging population will affect longer-term fiscal positions. 


Aggregate demand and supply in Canada 


Current conditions bode well for stronger growth in the Cana- 
dian economy. The economic rebound in the United States appears 
to be stronger than previously anticipated, and recent indicators of 
Canadian household spending have also been more buoyant than 
expected. Overall, economic growth is projected to average close 
to 3 1/4 per cent in the second half of this year. This outlook also 
incorporates expectations of a gradual improvement in the level of 
travel to Canada by foreigners, as well as the effect of a partial lift- 
ing of the ban on exports of Canadian beef products. Some 
rebound in activity is therefore expected in industries that have been 
adversely affected by SARS and BSE (Technical Box 1). 

The rate of economic growth is projected to remain above that 
of production capacity through 2004 such that the slack that devel- 
oped in the economy this year will be absorbed by early 2005. 
Because the boost to Canadian exports from the anticipated con- 
tinuing recovery in the U.S. economy will be dampened by the 
earlier appreciation of the Canadian dollar (Technical Box 3), 
much of the growth in aggregate demand will have to come from 
domestic sources. Household spending is expected to rise at a 
moderate pace, supported by continued monetary stimulus. Busi- 
ness investment should grow strongly with the evidence of a 
strengthening U.S. economy, the recent improvement in financial 
conditions, the recovery in business confidence, and the lower 
costs of imported machinery and equipment arising from the 
increased value of the Canadian dollar against the U.S. dollar. 

This outlook implies real GDP growth, on an average annual 
basis, of about 2 per cent in 2003 and 3 1/4 per cent in 2004. While 
lower than that shown in the April Report, the projection for 2003 
is the same as that in the July Update. The projections for both 
2003 and 2004 are roughly similar to the most recent average pri- 
vate sector consensus forecasts. 

This economic outlook is consistent with modest increases in 
employment to the end of 2004, given a likely robust pickup in 
labour productivity growth over this period. 
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Growth is expected to 
average about 2 per cent 
in 2003 and to outpace the 
economy's production 
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Technical Box 3 
The Sectoral Impacts of an Appreciating Canadian Dollar 


Canada’s floating exchange rate is an important mechanism that allows the Canadian 
economy to adjust to economic developments. These can include movements in relative 
world prices, changes in capital flows, or divergent economic conditions across countries. 
The overall effect on the aggregate economy of a change in the exchange rate will depend 
on the underlying forces behind the movement, and on the persistence of the change. 
Although it is difficult to assess with certainty, the recent appreciation of the Canadian 
dollar likely reflects a number of factors. Among them are the broader multilateral adjust- 
ment in the U.S. real exchange rate, the rise in commodity prices, and the relative cyclical 
positions of the Canadian and U.S. economies. 

Everything else held equal, an appreciation of the Canadian dollar reduces the 
demand for Canadian-produced traded goods and services. The extent of this impact var- 
ies across sectors, depending on exposures to international trade. Industries that are 
highly export oriented or that face strong foreign competition in their domestic markets 
would tend to be most affected by the appreciation. In contrast, industries that rely on 
imported inputs would benefit from lower production costs. The use of currency hedging, 
supply agreements, and sales contracts, together with the extent to which firms absorb 
the effect of the appreciation in their profit margins, may temporarily lessen the effects on 
trade. 

Dion (1999-2000) computes the net exposures of various sectors to international 
trade. That exposure is calculated by adding the proportion of production that is exported 
and the extent of import competition, and subtracting the share of imported inputs in 
production.' He finds that net exposures to trade vary considerably across industries. It is 
relatively high in primary sectors, such as mining, crude oil, natural gas, and forest prod- 
ucts, as well as in high-tech manufacturing industries, such as machinery, electrical, and 
electronic products. On the other hand, it is relatively low in several other primary indus- 
tries, in construction, in services, and in certain manufacturing industries, such as food, 
beverages, tobacco, printing and publishing, and refined petroleum products. 

Thus, the recent appreciation of the Canadian dollar will have a dampening effect on 
exports of Canadian goods and services and will shift activity towards domestic demand. 


1. Dion uses input-output data in current dollars produced by Statistics Canada for 33 sectors over 
the 1961-96 period. Net exposure is calculated using the following operational definition of expo- 
sure: EX,= (X;/0;)-(M;/0; aS , where EX represents exposure, X 1s exports, 0 is gross output, 


Riera BRP ae ci i. i é 
m! is imported'inputs, M° is imports of competing core products, and c is apparent domestic con- 


sumption of core products. 
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Measures of inflation expectations 


Virtually all of the measures of inflation expectations that the 
Bank follows have decreased since mid-April, and all the medium- 
and longer-term measures are now close to 2 per cent. In the regu- 
lar survey reported in the Conference Board of Canada’s autumn 
Index of Business Confidence, 81 per cent of respondents expected 
prices, in general, to rise over the next six months at a rate of 2 per 
cent or less (Chart 17). This proportion is up from 46 per cent last 
spring. In addition, the percentage of firms in the Bank’s regional 
survey that expect CPI inflation to exceed 3 per cent on average 
over the next two years has fallen to 4 per cent in the most recent 
survey, compared with 26 per cent in the survey conducted near 
the start of 2003. While the average private sector forecast for total 
CPI inflation in 2004 has edged down to 1.7 per cent, typical fore- 
casts of longer-term inflation continue to be very close to 2 per 
cent. As well, the yield differential between 30-year conventional and 
Real Return bonds has, on balance, remained close to 2 per cent 
(Chart 18). 


Chart 17 
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Chart 18 


30-Year Bond Yields and Inflation Expectations 
Monthly 
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* The differential is calculated using the appropriate compound interest formula. 
** CPI inflation forecast 6 to 10 years ahead. Source: Consensus Economics Inc. 


Other factors affecting inflation 


The impact of earlier large increases in insurance premiums on 
core inflation is expected to continue diminishing into early 2004. 
Indeed, there is a strong possibility that auto insurance premiums 
will decrease markedly in a number of provinces in coming 
months, reflecting either legislated or proposed provincial govern- 
ment initiatives. 

Price discounting in industries adversely affected by SARS 
should diminish in coming months as activity returns to more nor- 
mal levels. Similarly, price discounting of goods should also 
diminish as retailers complete their inventory adjustment. 

However, the recent substantial appreciation of the Canadian 
dollar is likely to be a continuing source of downward pressure on 
core inflation until the end of 2004—although there is considerable 
uncertainty about the extent of the pass-through of exchange rate 
movements to consumer prices. The effect is expected to be larger 
on total CPI inflation than on the core rate and is expected to be in 
the nature of a one-off price-level movement. 

Increases in labour compensation are expected to move up 
slightly through 2004, as labour market conditions improve. Nev- 
ertheless, with labour-productivity growth likely to resume over 
this period, growth in unit labour costs is expected to move down 
somewhat below 2 per cent through 2004. 
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Implications of money growth for inflation 


Growth in the narrow monetary aggregates—gross M1, M1+, 
M1++ —has picked up appreciably since the last Report, following 
a temporary but pronounced slowdown earlier this year 
(Chart 19). This reflects a return in the demand for money from 
abnormally weak levels to levels that are consistent with the cur- 
rent low interest rate environment. Earlier this year, both house- 
holds and firms were drawing down the precautionary balances 
amassed in 2002 in the face of weak equity prices, increasing 
financial turbulence, and rising geopolitical uncertainty. 


Chart 19 


Narrow Money Growth 
Year-over-year percentage change 
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Households continue to redistribute their investment portfo- 
lios, shifting from holdings of money-market and equity-based 
mutual funds towards fixed-term deposits and fixed-income 
mutual funds. The shift out of financial holdings and into real 
assets is also continuing, evidenced by the strength of the housing 
market over the last year. Despite this development, the growth 
rate of M2++ has picked up somewhat since the last Report, owing 
largely to the faster growth of the narrow money aggregates 
(Chart 20). With growth in M2++ firming, one downside risk to 
the inflation outlook has lessened. 
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Chart 20 
Core Inflation and Broad Money Growth 
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Inflation projection 


The amount of slack in the economy should be a source of 
some downward pressure on inflation over the projection horizon. 
The effect on core inflation of the earlier hikes in insurance premi- 
ums should continue to diminish. And the earlier substantial 
appreciation of the Canadian dollar should continue to put down- 
ward pressure on the core rate over the remainder of 2003 and 
through 2004. 

On the other hand, the recent price discounting in a number of 
industries (e.g., tourism-related) and retail sectors is likely to 
moderate in coming months, as activity in these industries and 
retail inventories return to more normal levels. 

On balance, the core rate of inflation is expected to be just over 
1 1/2 per cent over the remainder of 2003.* As the effects of earlier 
large increases in insurance premiums fully dissipate, core inflation is 
projected to fall to just above 1 per cent in early 2004, before moving 
back towards the 2 per cent target. Core inflation is expected to 
return to 2 per cent by mid-2005 (Table 1). The downward pressure 
on inflation arising from slack in the economy should diminish as 
this slack is gradually absorbed through 2004. 

Core inflation could be somewhat lower than projected over the 
next several quarters if some of the increases in auto insurance 


4. Both core and total CPI inflation are expected to rise temporarily in Decem- 
ber 2003 as a result of an echo effect associated with the first rebate on Ontario 
electricity prices in December 2002. 
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premiums are reversed. Indeed, if all the changes that have been pub- 
licly discussed were implemented soon, the core rate projected 
between the fourth quarter of 2003 and the third quarter of 2004 
would be lower than in the base-case scenario shown in Table 1, by 
0.2 to 0.3 percentage points. It should be noted that there is consid- 
erable uncertainty regarding the timing and magnitude of these 
possible reversals. These effects are essentially one-off shocks and, 
if seen as such, should have little effect on inflation expectations 
and the outlook for inflation in 2005. 


Table 1 
Projection for Core and Total CPI Inflation 
Year-over-year percentage change 


Core inflation 


Total CPI 


Assumption for the Price of West Texas Intermediate Crude Oil 
(US$ per barrel) 


WTI (level) 30 (27) | 30(25) | 28(25) | 27(25) | 27 (25) [ 27 (25) a 7 I 


Figures in brackets are from the April Report. 


Developments in the markets for crude oil will continue to 
have an important impact on the outlook for the 12-month rate of 
increase in the total CPI (Chart 16). On the assumption that oil 
prices will ease to about US$27 per barrel next year and remain 
there in 2005, total CPI inflation is projected to fall below core 
inflation in 2004 and to return to 2 per cent by mid-2005. 
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Total cPI inflation is 
likely to move below the 
core rate in 2004. 
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CANADA 


MONETARY POLICY REPORT 


Overview 


In the April Monetary Policy Report, 
the Bank noted that inflation was well 
above its 2 per cent target and that 
short-term inflation expectations had 
edged up. Although inflation was 
being pushed up by special factors, 
particularly insurance premiums and 
energy costs, there were also signs that 
strong domestic demand was working 
to broaden price pressures. In April, 
we projected that Canadian economic 
growth would average 2 1/2 per cent 
in the first three quarters of the year 
and that core inflation would fall to 
2 per cent by early 2004. 
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the outbreak of severe acute respirato- 
ry syndrome (SARS), and a slightly fast- 
er easing of pressures from insurance 
premiums. The substantial fall in the 
value of the U.S. dollar added to the 
weakness in goods prices in Canada. 
The Canadian dollar has averaged 
72 1/2 cents U.S. since the July Monetary 
Policy Report Update, a sharp increase 
from the 69-cent level reached at the 
time of the April Report. 


Highlights 


As it turns out, growth has been e Inflation has fallen faster and further 


weaker than expected and is now like- 
ly to average just over 1 1/2 per cent in 
the first three quarters of the year. So 
the Bank now estimates that there is 
more slack in the economy than was 
projected in April. Moreover, the 
decline in core inflation occurred 
earlier, and has been more pronounced, 
than we had projected. As well, virtu- 
ally all measures of inflation expecta- 
tions have decreased since April. 

This drop in core inflation reflect- 
ed several unforeseen developments 
over the last six months. These include 
broad-based weakness in the prices of 
goods, such as automobiles and cloth- 
ing, substantial reductions in the pric- 
es of tourism-related services owing to 


than expected and is projected to stay 
below the 2 per cent target until mid- 
2005. 


The Canadian economy should grow 
faster than capacity, relying primarily 
on solid domestic demand. 


Stronger growth abroad should boost 
foreign demand for Canadian products, 
although this will be dampened by the 
higher value of the Canadian dollar. 


The Bank will be closely monitoring 
and assessing the implications of glo- 
bal demand, price, and exchange rate 
adjustments for output and inflation in 
Canada. 
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It now appears that core inflation 
will stay below 2 per cent until mid- 
2005, reflecting the excess supply in 


90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


the economy, more moderate rises in 
insurance premiums, and the remain- 
ing impact of the past appreciation of 
the Canadian dollar. 

Against this background, the Bank 
has reduced its target for the overnight 
rate by a total of 50 basis points since 
the April Report, bringing it to 2.75 per 
cent. This action was taken to support 
a return to levels of economic activity 
consistent with an overall balance be- 
tween supply and demand, with the 
aim of bringing inflation back to the 
2 per cent target over the medium 
term. 

Despite a weak second quarter and 
additional third-quarter shocks, such 
as the power blackout in Ontario, there 
have been a number of encouraging 
developments. Growth in final domes- 
tic demand has remained robust, and 
the adverse effects of some of the re- 
cent shocks are beginning to dissipate. 
The inventory adjustment, which be- 
gan earlier this year, is largely com- 
plete. Global economic conditions 
have improved since the April Report, 
and recent data indicate that the antic- 
ipated recovery in the United States is 
taking place earlier and will be strong- 
er than previously expected. Financial 
conditions are also supportive of growth. 

The Bank continues to expect 
growth in the Canadian economy to 
strengthen during the fourth quarter of 
2003 and through 2004. On balance, 
this expansion should be above the rate 
of potential growth, relying primarily 
on solid household spending and in- 
creased business investment. Stronger 
economic growth abroad should also 
boost foreign demand for Canadian 
goods and services, but this source of 
strength will be dampened by the 
higher value of the Canadian dollar. 
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There are risks to this outlook re- 
lated to the timing and magnitude of 
global demand, price, and exchange 
rate adjustments to economic imbal- 
ances. In particular, there is uncertain- 
ty both about the likely changes in key 
global exchange rates and about their 
effect on the Canadian economy. There 
is also uncertainty about the sustaina- 
bility of U.S. growth beyond mid-2004. 
The Bank will closely monitor and as- 
sess the implications of all these global 
adjustments for output and inflation in 
Canada. 


Recent Developments 


It now appears that during the first 
quarter of 2003, the Canadian econo- 
my was operating just below its full 
production capacity. Statistics Canada 
has estimated that the economy shrank 
at an annual rate of 0.3 per cent in the 
second quarter, mainly reflecting a 
sharp drop in inventory investment 
and the effects of SARS, as well as the 
effects of an isolated case of bovine 
spongiform encephalopathy (BSE or 
mad-cow disease) on exports. While 
the impact of SARS began to fade in the 
third quarter, the effects of BSE contin- 
ued to be felt, and activity was further 
reduced by a power blackout in 


1994 


1995 


1996 


* CPI excluding the eight most volatile components and the effect of changes 
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Consumer Price Index 
Year-over-year percentage change 


Total CPI 
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in indirect taxes on the remaining components 


Ontario. The Bank expects growth in 
the third quarter to be about 2 1/2 per 
cent on an annual basis. All told, the 
economy is now operating with some- 
what more slack than had been antici- 
pated earlier in the year. 

The Canadian dollar, which had 
risen to around 69 cents U.S. by April, 
has continued to appreciate over the 
last six months. This movement was 
largely the result of continuing broad- 
based weakness in the U.S. dollar but 
also reflected rising commodity prices 
and the relatively smaller amount of 
excess capacity in Canada. 

In April, core and total inflation 
were well above the 2 per cent target. 
But both measures have fallen faster 
and further than projected in either the 
April Report or the July Update. Other 
measures of the trend of inflation have 
decreased over the same period and 
are very close to the core rate. 

The drop in core inflation reflected 
several factors. Most important was 
the unexpected weakness in many 
goods prices, which stemmed partly 
from efforts by retailers to reduce un- 
desired inventories. Downward pres- 
sure on goods prices also came from 
the substantial rise in the Canadian 
dollar and from declining world prices 
for many goods. Auto insurance 


premiums have risen slightly less 
quickly than expected over the last six 
months. Prices of tourism-related serv- 
ices have fallen because of SARS, and 
beef prices have fallen because of BSE. 

Total CPI inflation has come down 
even more rapidly than core inflation. 
The pace of annual increases in energy 
costs has eased with a reduction in the 
world price of crude oil, even though 
oil prices have not declined as much as 
had been assumed in April. 


Prospects for Growth and 
Inflation 


On balance, the prospects for near- 
term growth in the global economy 
have improved since the release of the 
April Report, and geopolitical uncer- 
tainty has decreased. However, as 
noted above, there are risks posed by 
imbalances in the global economy. 

The near-term outlook for the U.S. 
economy is much improved. There 
have been clear signs of strength in the 
household and business sectors, as 
well as in defence spending. Contin- 
ued stimulative monetary and fiscal 
policies will support activity in 2004. 
The Bank forecasts U.S. growth of 
about 2 3/4 per cent on an average 
annual basis in 2003 and about 4 per 
cent in 2004. 

The economy in the euro area is 
still weak, but economic prospects for 
Asia look particularly bright, led by 
China and India. Japan’s economy is 
also performing better than anticipated. 

For Canada, recent indicators of 
domestic spending have been stronger 
than anticipated, with the housing sec- 
tor remaining particularly vibrant. The 
effects of SARS should continue to re- 
verse, leading to some rebound of ac- 
tivity in the affected sectors. Business 
investment should continue to grow, 
supported by the recent improvement 
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in financial conditions. Stronger U.S. 
growth will also boost the Canadian 
economy. However, the gains in ex- 
ports will be dampened by the appre- 


Real Gross Domestic Product for Canada 


Quarter-over-quarter 
percentage change, 
iu at annual rates 


Year-over-year 
percentage change 


ciation of the Canadian dollar. 

All told, we expect growth in Can- 
ada to average a little over 3 per cent in 
the second half of 2003, and about 
2 per cent for the year as a whole. Dur- 
ing 2004, the economy should grow 
above its 3 per cent rate of potential 
growth, returning to its level of full ca- 
pacity by early 2005. That would imply 
growth at 3 1/4 per cent on an average 
annual basis in 2004. 

In the meantime, the slack in the 
economy will be a source of some 
downward pressure on inflation. 
Other factors will also be working 
to restrain inflation. The impact of 
earlier large increases in auto insur- 
ance premiums is expected to continue 
to diminish. The recent substantial 
appreciation of the Canadian dollar 
should continue to put downward 
pressure on both core and total infla- 
tion through the end of 2004, although 
how much of an effect this will have on 
core consumer prices is uncertain. 

On the other hand, recent dis- 
counting in those industries affected 
by SARS should moderate over the 
coming months. And with the expect- 
ed completion of the inventory correc- 
tion, some of the downward pressure 
on goods prices should ease. 


1999 2000 2001 2002 


* The letter “e” denotes estimate based on available indicators. 


The Bank expects core inflation to 
average just over 1.5 per cent for the 
rest of 2003 and to fall to just above 
1 per cent in early 2004 as the effects of 
earlier increases in insurance premi- 
ums dissipate. As economic slack is 
taken up, the core rate of inflation 
should return to 2 per cent by mid- 
2005. Core inflation could be some- 
what lower over the next several quar- 
ters, if some of the previous increases 
in auto insurance premiums are 
reversed. 

Total CPI inflation will continue to 
be importantly affected by swings in 
the price of crude oil. If oil prices fol- 
low the path indicated by futures mar- 
kets, easing to US$27 per barrel next 
year, total CPI inflation would likely 
fall below core inflation in 2004. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting: Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
or visit our Web site: http: //www.bankofcanada.ca 
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CANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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1. OVERVIEW 


The Canadian economy continues to adjust to developments in 
the global economy. These include stronger world demand, higher 
commodity prices, the realignment of world currencies—including 
the Canadian dollar—and the intensified competition, together 
with new trading opportunities, coming from emerging-market 
economies, such as China and India. 

These developments require shifts in activity among sectors 
and create a need for adjustments by many businesses. Monetary 
policy is facilitating these adjustments by supporting aggregate 
demand, with the goal of keeping the economy near its full poten- 
tial and inflation on target. 

At the end of 2003, the Canadian economy was operating at a 
lower level than the Bank had projected in the October Monetary 
Policy Report. Although growth rebounded in the fourth quarter of 
last year, real GDP growth in the third quarter was weaker than 
had been expected, and there was a downward revision to GDP in 
the second quarter. This came about despite stronger global eco- 
nomic activity, particularly in the United States but also in Japan 
and other Asian economies, and strong increases in commodity 
prices. Preliminary indications are that growth in the first quarter 
of 2004 was marginally below 3 per cent at annual rates. As 
expected, core inflation has generally been below the Bank’s 2 per 
cent target since the October Report. 

Against this backdrop, the Bank lowered its key policy rate by a 
total of 75 basis points, reducing it by 25 basis points on each of the 
last three fixed announcement dates, to bring it to 2 per cent (Chart 1). 

The Bank’s outlook for economic growth and inflation in Can- 
ada is essentially unchanged from that of the January Monetary 
Policy Report Update. The Canadian economy is expected to grow at 
an annualized rate of about 2 3/4 per cent in 2004, picking up to 
about 3 3/4 per cent in 2005. Such growth would return the 
economy close to its production potential by the third quarter of 
next year. Core inflation is expected to average about 11/2 per 
cent for the rest of 2004 and to move back to the 2 per cent target 
by the end of next year. 

The main uncertainty for the outlook continues to relate to how 
the Canadian economy adjusts to global developments. Overall, the 
risks to the outlook appear balanced. 


This report includes information received up to the fixed announcement date on 
13 April 2004. 


Developments in the 
target for the overnight 
rate since the October 
Report: 


2 Dec. — no change 


20 Jan. — down 25 basis 
points to 2.5 per cent 


2 March — down 25 basis 
points to 2.25 per cent 


13 April — down 25 basis 
points to 2 per cent 
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Chart 1 


90-Day Commercial Paper Rate, Target for the Overnight Rate, 
and Target for the Federal Funds Rate 
Daily 
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2. RECENT DEVELOPMENTS IN INFLATION 


The core rate of inflation fell in early 2004, and in February 
was well below the Bank’s 2 per cent inflation-control target. The 
rate of increase in the total CPI came down even more, reflecting 
reductions in the prices of gasoline and fuel oil from year-earlier 
levels. 


Inflation and the 2 per cent target 


As expected at the time of the October Report, core CPI inflation 
fell in early 2004, as the effects of special factors came to an end 
(Chart 2).! Between August and December of 2003, the core rate 
averaged 1.8 per cent, and by February it had decreased to 1.1 per 
cent. Other measures of the trend rate of inflation that the Bank 
follows closely have also fallen and in February were close to the 
core rate (Chart 3). 


Chart 2 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range Target midpoint 


Core CPI* 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of inflation excludes the eight most volatile components 
of the CPI and adjusts the remaining components to remove the effect of 
changes in indirect taxes. The eight most volatile components are fruit, vege- 
tables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and 
mortgage-interest costs. 


Core inflation decreased 
in early 2004. 


The rate of increase in the 
total CPI fell below 1 per 
cent in February. 
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Chart 3 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


Core CPI CPIXRE 


2000 2001 2002 2003 2004 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


A temporary jump in the core rate in December 2003 was the 
result of Ontario electricity rebates at the end of 2002. In January and 
February of 2004, the core rate of inflation moved lower, since the 
effects from some special factors had, for the most part, ended. In 
particular, the effect of past substantial increases in auto insurance 
premiums, which had boosted the year-over-year rate of increase in 
the core CPI for some time, diminished significantly. The rate of 
increase in the food component of the core CPI also came down early 
this year, partly reflecting the impact of the Canadian dollar’s appre- 
ciation since early 2003. Core inflation is expected to settle around 
11/2 per cent in the second quarter of 2004. 

The 12-month rate of increase in the total CPI was 0.7 per cent in 
February, down from 2.0 per cent in August. This drop relative to the 
core rate was chiefly due to reductions in the consumer prices of 
gasoline and fuel oil from their levels a year earlier, as well as a 
marked easing in the year-to-year increase in the consumer price 
of natural gas. The price of crude oil has strengthened considera- 
bly since mid-October, however, reflecting strong Asian demand 
and the impact of relatively severe winter weather conditions on 
North American stocks. As a result, the price of oil is currently well 
above that in the base-case assumption used in the last Report. 
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Factors at work on inflation 


Aggregate demand 


Canada’s real GDP grew at an annual rate of 1.3 per cent in the 
third quarter of 2003, somewhat less than had been expected in 
the October Report (Chart 4). In the fourth quarter, economic growth 
picked up to an annual rate of 3.8 per cent, about the same as antici- 
pated in the last Report and in the January Update, although final 
domestic demand was slightly weaker than expected and external 
demand was slightly stronger. Recent indicators for spending and 
activity suggest that economic growth will be about 2 3/4 per cent 
in the first quarter of 2004, marginally weaker than anticipated in 
the January Update. 


Chart 4 
Real Gross Domestic Product for Canada 


Quarter-over-quarter 
Year-over-year 


at annual rates 


percentage change L percentage change, 


2000 2001 2002 


* The letter “e” denotes estimate based on available indicators. 


Growth in the third quarter of 2003 was held back as manufactur- 
ers and retailers undertook sharp inventory corrections (Chart 5). 
Economic activity was also adversely affected by the August 
blackout in Ontario and by the closure of international borders to 
imports of Canadian cattle, beef, and related products after the 
discovery of one case of bovine spongiform encephalopathy (BSE) 
last May. At the same time, final domestic demand rose strongly. 
Business investment surged, and household spending rose sub- 
stantially, reflecting continuing monetary stimulus, a high level 
of consumer confidence (Chart 6), and the effects of price 
discounting. 


In the third quarter of 
2003, economic growth in 
Canada was somewhat 
less than expected... 


...as manufacturers and 
retailers made inventory 
corrections. 
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Chart 5 
Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final 
domestic 
demand 


Net exports a Inventory 4 
investment 


Chart 6 


Consumer Confidence 


Year-over-year 
1991 = 100 percentage change 
130 
Index of 
125 consumer confidence * 


left scale 
120 ( ) 


15 


110 


Household 
spending** 
(right scale) 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Source: Conference Board of Canada (last data point 2004Q1) 
** Expenditures in constant dollars on consumer goods and services plus housing 


Growth rebounded A pickup in inventory investment, together with some recovery 
towards year-end, from the earlier unusual shocks, contributed importantly to the 
as expected. resurgence in growth towards year-end.” Exports also rebounded in 


the fourth quarter of 2003 as a result of the strengthening global 
economic recovery (Technical Box 1). However, imports increased 


2. The discovery, near the end of last year, of a case of BSE in the United States 
in a cow that originated in Alberta resulted in an extension of the ban on 
imports of live cattle from Canada, thereby delaying further recovery in Can- 
ada’s cattle industry. 
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Technical Box 1 
Recent Trends in Export Volumes 


In sharp contrast to their rapid expansion through the second half of the 1990s 
and into 2000, exports of goods and services have been stagnant since early 2001, 
reflecting a number of developments. The U.S. recession and the uneven U.S. recovery 
until mid-2003 adversely affected export growth. Another important factor was the 
global collapse in demand for many types of capital goods, especially in the informa- 
tion and communications technology sector. There has also been pronounced weak- 
ness in the demand for aircraft and parts in the aftermath of 11 September 2001. Other 
developments have been the result of smaller and more temporary shocks: lower 
grain exports, because of poor harvests in 2001 and 2002; the BSE-related import ban 
on Canadian cattle and beef from late May 2003 onwards (which was partially lifted 
in late September 2003); and a sharp decline in the demand for travel and transportation 
services in the first half of 2003 because of the war with Iraq and the SARS outbreak. 

Canada also appears to have lost market share for some products to foreign com- 
petition. In particular, exports of office machines and equipment declined relative to 
corresponding U.S. investment in 2001 and 2002, possibly reflecting more intense 
competition from low-cost emerging markets, as well as lower capacity utilization in 
the United States. More recently, the appreciation of the Canadian dollar appears to 
have exacerbated downward pressure on some exports, including industrial machinery. 

Total exports rebounded late in 2003. This reflected a recovery from some of the 
previous shocks, as well as a rapid advance in exports of raw and industrial materials 
in response to the recovery in global industrial activity and commodity prices. The 
rebound was also seen in exports of office machines and equipment, supported by 
sharp growth in U.S. spending on these items. A recovery in exports of travel services 
in the second half of the year was consistent with the dissipation of earlier shocks, but 
because of an even larger increase in imports of travel services, perhaps reflecting the 
appreciation of the Canadian dollar, the travel balance worsened over this period. 


Export Volume: Total and Selected Components 
Billions of 1997 dollars, seasonally adjusted at annual rates 


Total Goods and Services 480 150 Raw and Industrial Materials 
146 
142 
138 
134 


130 


126 
£998" 7 1999" = 2000: 7 2001. * 20025 2003 1998 © 1999). 2000-2001 7 2002 77-2003 


Industrial Machinery Office Machines and Equipment 


6 
19985) E1999 Fs 2000) = 20017 20021152003 1998 1999 2000 2001 2002 2003 
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Key global developments 
and the resulting rise in 
the Canadian dollar... 


... imply that economic 
growth in Canada will 
rely largely on domestic 
demand. 
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even more strongly, and growth in final domestic demand slowed 
from its rapid pace in the third quarter. 

In the United States, an upswing in household spending on 
housing and consumption and in business spending on equipment 
and software led to strong growth of real GDP in the second half of 
2003 (8.2 and 4.1 per cent in the third and fourth quarters, respec- 
tively). Based on preliminary information, additional household 
spending, strong business expenditures, and significant restocking 
of inventories should result in growth of about 4 1/2 per cent in the 
first quarter of 2004 (Chart 7). 


Chart 7 
Real Gross Domestic Product for the United States 
Quarter-over-quarter 


percentage change, 
at annual rates 


Year-over-year 


1 percentage change 


2000 2001 2002 


* The letter ‘“‘e’” denotes estimate based on available indicators. 


Adjusting to global change 


Among the key global developments affecting the Canadian 
economy in 2003 and early 2004 has been the marked realignment 
of world currencies, including the Canadian dollar. At the same 
time, there has been a significant strengthening in the pace of global 
economic growth, especially in the United States and in most Asian 
economies, and a rebound in world commodity prices. The growing 
presence of China and India on the global scene is also a factor at 
play. The implications of these global changes for the demand for 
Canadian products will require shifts in activity among sectors 
and significant adjustments by many firms. 

The rise in the Canadian dollar implies that economic growth 
in Canada will rely largely on domestic demand. Indeed, eco- 
nomic activity in the last quarter of 2003 and in early 2004 appears 
to have been held back by the impact of the Canadian dollar’s 
appreciation on real net exports. In addition, there are likely to be 


1? 
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shifts in activity towards the export of commodities and away 
from the export of highly manufactured products. Moreover, some 
Canadian exporters are likely to shift towards markets in countries 
whose currencies have appreciated significantly in relation to the 
U.S. dollar. The reduction in the cost of machinery and equipment 
imported from the United States should help boost capital spend- 
ing and improve Canadian productivity. Finally, firms will 
develop new supply chains and new niches for their own products 
and services in response to changing global markets. 

Some of the economic adjustments in Canada caused by the 
key global changes became evident in 2003, although most of 
these shifts in activity across sectors are still to come. While over- 
all corporate profitability remained high through 2003, profits 
have tended to weaken in those sectors with high exposure to 
international competition (Technical Box 2). Output growth was 
also stronger, and employment tended to rise, on average, in those 
industries producing commodities or having low exposure to 
foreign competition. 

The Bank’s most recent industry survey, completed in March, 
provides further evidence that changes in response to global 
developments have begun.? Firms seemed somewhat more confi- 
dent in their ability to adjust to the appreciation of the Canadian 
dollar. Many adversely affected firms have initiated measures to 
alleviate the impact of the higher dollar, chiefly through cost-cut- 
ting measures and improvements to productivity. In contrast, busi- 
nesses favourably affected by the higher value of the dollar 
(mainly through lower costs for imported inputs) have responded, 
in some cases, by reducing their selling prices in Canada, although 
many used the opportunity to improve their profit margins. Com- 
panies that were adversely affected by the rise in the Canadian dollar 
were generally as optimistic as other firms regarding prospects for 
improved sales growth, but were markedly less sanguine about their 
hiring and investment intentions. 


Estimated pressures on capacity 


Estimates of the Bank’s conventional measures of potential 
output and the output gap suggest that the level of economic 
activity has been below potential since the second quarter of 2003 
(Chart 8). While the output gap decreased somewhat in the fourth 
quarter, significant excess supply remains. With a downward 
revision to Canadian GDP data in the second quarter of 2003 and 


3. The Bank of Canada’s survey of businesses regarding their adjustment to 
the appreciation of the Canadian dollar is available on the Bank’s Web site at 
<http:/ / www.bankofcanada.ca/en/mpr/pdf/survey /mpr_survey0404.pdf>. 
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Many firms adversely 
affected by the rise in the 
Canadian dollar have 
already initiated 
measures to alleviate 

its impact. 


The level of economic 
activity in Canada has 
been below potential 
since the second quarter 
of 2003. 
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Technical Box 2 
Adjusting to Global Change: Sectoral Developments in Canada in 2003 


In 2003, changes in profitability and output differed widely among various 
sectors in Canada. This reflected several factors linked to the adjustment to 
global change. The higher Canadian dollar, the strengthening global economy, 
the associated rise in world commodity prices, and the continuing growth and 
integration of such major emerging-market economies as China and India have 
had markedly different effects on different sectors of the Canadian economy. 
Shifts in profitability and activity among sectors also initiated major changes in 
the sectoral distribution of employment. 

Firms in sectors where prices are determined in world markets (and denomi- 
nated in U.S. dollars) and which made limited use of hedging, quickly felt the 
impact of the dollar’s appreciation on profitability. Indeed, while aggregate prof- 
itability remained high in 2003, the average rate of return on equity in those sec- 
tors with a relatively high, positive exposure to international trade worsened 
markedly in the second half of 2003.! The reduction in profitability was particu- 
larly pronounced in industries producing non-electrical machinery, clothing, and 
textiles. The rise in profitability over the past year was concentrated in sectors 
with a low or negative net exposure to international trade (such as wholesale and 
retail trade and the financial sector). 


Rate of Return on Equity for Selected Sectors 


All sectors 


Sectors 
with high exposure 
to international trade 


Sectors 
with low exposure to 
international trade 


1996 LOD): 1998 1999 2000 2001 2002 2003 


1. Net exposure to international trade is calculated by adding the proportion of produc- 
tion that is exported and the share of imports in domestic consumption, and subtracting 
the share of imported inputs in production, as in Dion (1999-2000). For instance, sectors 
that are highly export oriented or highly exposed to import competition would be said to 
be more positively exposed to international trade. 
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Technical Box 2 (continued) 


All else being equal, a rise in the Canadian dollar would be expected to 
reduce the external demand for Canadian-produced goods and services. Indeed, 
over the past year, output growth in sectors highly exposed to international trade 
was somewhat lower than output growth in the rest of the business sector. Out- 
put fell sharply in the non-electrical machinery, clothing, and textile manufactur- 
ing industries. At the same time, in a number of these industries, the global 
economic recovery offset some of the adverse impact on overall demand for their 
products. For instance, output rose strongly in mining, primary metals manufac- 
turing, and electronics and computer manufacturing over the past year. Strong 
growth in Canada’s final domestic demand during the past year also boosted 
activity in several sectors with a low exposure to international trade, such as 
printing and publishing, construction, and wholesale trade. 

The prolonged weakness in profitability for many firms in the industries with 
a high, positive exposure to international trade caused many of them to begin 
adjusting their operations in 2003. Employment in most of these industries fell 
back noticeably last year, while employment rose substantially in various sectors 
with a low exposure to international trade, such as construction; wholesale and 
retail trade; and finance, insurance, and real estate. 


Changes in Sectoral Activity through 2003 
Year-over-year percentage change 


Sector Ris 
of total GDP 


Non-energy, non-farm commodity based 


Low exposure to international trade* 61.8 


a. Includes sectors that are exposed as net importers 
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lower-than-expected growth in the second half of that year, the esti- 
mated output gap at year-end was somewhat larger than projected in 
the last Report. 

Several indicators are consistent with the view that economic 
slack has opened up since early 2003. In the most recent survey 
conducted by the Bank’s regional offices, the proportion of firms 
reporting pressures on capacity has decreased relative to indica- 
tions at the beginning of 2003. As well, core inflation has moved 
below the 2 per cent target. On the other hand, capacity utilization 
in the non-farm, goods-producing sector in the fourth quarter of 2003 
was, on balance, largely unchanged from levels early in the year, and 
about the same as its 2000-2003 average. 

Based on an analysis of all the indicators of capacity pressures, 
the Bank judges that there is currently more excess supply in the 
Canadian economy than indicated by its conventional measure. How- 
ever, there is more uncertainty than usual around estimates of the 
output gap, because it is harder to pin down effective capacity in 
times of demand-driven shifts in sectoral activity. 


Chart 8 


Estimated Output Gap and Response to 
Regional Survey Question on Capacity Pressures 


Some or significant 
difficulty** 
(eft scale) 


2000-2003 average 
Output gap* (left scale) 
(right scale) 4 


1999 2000 


* Difference between actual output and estimated potential output. Note that the estimate for the 
first quarter of 2004 is based on a projected rise in output of 2 3/4 per cent (at annual rates) 
for the quarter. 

** Percentage of firms indicating that they would have either some or significant difficulty 
meeting an unanticipated increase in demand/sales 
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Cost control and output prices 


Unit labour costs in the business sector in the fourth quarter 
of 2003 were virtually unchanged from year-earlier levels, even 
though there was only a small rise in productivity over the past 
year (Chart 9). This resulted from the fact that hourly labour 
compensation in the business sector was little changed between 
the fourth quarter of 2002 and the fourth quarter of 2003. This 
weakness in the rate of increase of compensation was particularly 
pronounced in sectors adversely affected by the series of unusual 
shocks that hit the Canadian economy in 2003 and is therefore 
likely to prove temporary. Indeed, the underlying rate of increase 
in wages, based on such measures as the average hourly earnings 
of permanent workers, seems to have moved up to about 2 3/4 per 
cent since mid-2003 (Chart 10).4 


Chart 9 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per Unit labour costs 
person-hour 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 


4. The average annual wage increase negotiated in the public sector in January 
2004 was relatively high, but the number of employees covered by the new 
contracts was much lower than usual. 


17 


Unit labour costs in the 
fourth quarter of 2003 
were virtually unchanged 
from year-earlier levels. 


The underlying increase in 
wages is about 2 3/4 per 
cent. 


BeAPNEKS “ORFD “COA NASD A 


Chart 10 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 


of permanent workers* 
(year-over-year percentage change) | 


me A 


Public sector** 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Source: Statistics Canada, Labour Force Information, last data point plotted, March 2004 
** Source: Human Resources Development Canada, last data point plotted, January 2004 


The substantial year-over-year increases in the global prices of 
Canada’s commodity exports during 2003 pushed the annual rise in 
the chain price index for GDP (a broad price measure of the goods 
and services produced in Canada) above the core rate of inflation last 
year (Chart 11). The prices of non-energy commodities have risen fur- 
ther since the end of 2003 (Chart 12). Strong Asian demand has 
helped maintain the prices of both metals and grains at high levels. 
At the same time, expectations of continued strong demand for hous- 
ing in North America for 2004 and a desire by U.S. lumber wholesal- 
ers to restore inventories to more normal levels contributed to a 
sharp rise in lumber prices. 
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Chart 11 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Total 
CPI 


Chain price index 
for GDP 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


Chart 12 


Bank of Canada Commodity Price Index 
1982-90 = 100 


Energy (Can$) 


Non-energy (Can$) 


WJ 


Non-energy (US$) 


1995 1996 1997 1998 2000 2001 2002 2003 2004 
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Financial conditions have 
continued to improve. 
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3. FINANCIAL DEVELOPMENTS 


Financial conditions in Canada, as in the rest of the world gen- 
erally, have continued the improvement noted in the October 
Report. Stock markets have strengthened further, corporate bond 
spreads are narrower, and the yield curve has shifted down. The 
financial situations and profitability of banks in Canada remain 
healthy—a positive sign for future credit conditions—and there is 
an abundance of liquidity. 

Credit demand by non-financial businesses picked up in the 
past few months but remains modest, since growth in earnings has 
allowed businesses to finance most of their investment needs with 
internal funds (Chart 13). Longer-term business credit, buoyed by 
the strong issuance of bonds and the income-trust component of 
equities, has grown at a solid pace, but short-term credit remains 
below levels of a year ago. 


Chart 13 


Business and Household Credit 
Year-over-year percentage change 


Business 


ie Household 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


Household credit is still expanding at a rapid pace, reflecting 
consumer spending and activity in the housing market. Low inter- 
est rates have held debt-service ratios at low levels, and rising 
house prices have supported household balance sheets. This sug- 
gests that household finances should not be a drag on economic 
growth in the period ahead. 
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The yield curve in Canada has shifted down since the October 
Report. At shorter maturities, this movement reflected both the 
actual and anticipated lowering of policy rates. 

Yield spreads between Canadian and U.S. bonds at shorter 
maturities narrowed sharply in the period between October 
and February, as interest rates fell in Canada while yields on U.S. 
Treasuries remained fairly stable (Chart 14). This narrowing in 
spreads was particularly pronounced for 2-year maturities. 
Since February, spreads have remained relatively stable. 


Chart 14 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 


Canada 
(12 April 2004) 


United States 
(12 April 2004) 


5 ae United States 
(14 October 2003) 


Tyr. 10yr. 
Months or years to maturity 


The period from October to January saw broad-based weak- The Canadian dollar has 
ness in the U.S. dollar relative to most currencies. In this context, traded in a wide but sta- 
the Canadian dollar touched a 10-year high of 78.86 cents U.S. in ble range since October. 
early January (Chart 15). Since then, many currencies, including 
the Canadian dollar, have traded in fairly wide but more stable 
ranges. The Canadian dollar traded in a range of 74 1/2 to 76 1/2 cents 
U.S., similar to the level at the time of the October Report. 


me 


BAN K. “OOR® (OC AAN AAD A 


Chart 15 


Canadian Dollar Exchange Rate 


1992=100 Wednesdays USS. cents 


105 105 
Canadian dollar index 
100 vis-a-vis C-5 currencies** 100 


(left scale) 
95 95 


90 f 90 
Canadian dollar index vis-a-vis 


85 C-6 currencies* (left scale) 85 
80 80 


ID 75 
Closing spot exchange 
70 rate vis-a-vis U.S. dollar 70 
(right scale) 
65 65 
a pee aad - 
2000 2001 2002 2003 2004 


* (C-6 currencies: U.S. dollar, euro, yen, U.K. pound, Swedish krona, and Swiss franc 
** C-5 currencies: excludes U.S. dollar 
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4. [HE OUTLOOK 


International background 


The recovery in global economic activity is broadening and 
gaining momentum. This is reflected in both official and private 
sector forecasts. This recovery is strongly supported by expansion- 
ary fiscal and monetary policies in many countries. It is also being 
driven by the continuing integration into the world economy of 
major emerging-market economies such as China and _ India. 
Indeed, the contribution of China and newly industrialized Asian 
economies to projected world economic growth is larger than that 
of the United States (see Table 1). 

Short-term prospects for strong growth in the United States 
have improved. The Bank expects to see growth of about 5 per 
cent in 2004 and 4 1/2 per cent in 2005. The main drivers of U.S. 
growth will be robust investment and consumer spending. Firms 
are expected to plow back their profits to meet anticipated 
demand and replenish their inventories. And households will ben- 
efit from tax rebates and projected employment gains. However, 
should they persist, high oil prices would dampen U.S. growth 
prospects over the next two years. 


Table 1 
Global Growth Projections* 


Share Projected growth Contribution to global 
of real (per cent) economic growth 
global (percentage points) 


cpp> 
(per cent) 2004 2003 | 2004 


iw | 


United States il ‘ ond) ‘ 0.65 1.05 


European Union 20 


Japan 7 


China and Asian NIEs° 16 6.2 


a. Source: Bank of Canada projections for the United States, Japan, and the European Union. 
Forecasts for other regions were calculated from Consensus Economics (8 March and 
5 April 2004). 

b. GDP shares are based on the purchasing-power-parity valuation of country GDPs for 2002. 
Source: IMF, WEO Database, September 2003. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special Administra- 
tive Region), Taiwan (Province of China), Korea, and Singapore. 
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The global economic 
recovery is gaining 
momentum... 


... supporting the prices of 
non-energy commodities. 


BoA NUK? (O8F = (CeAgIn aa oA, 


Although much remains to be done in terms of economic and 
financial reform, a sustained recovery in Japan may be in progress 
boosted by strong exports and investment. While prospects appear to 
be improving in the euro area, the near-term outlook remains sub- 
dued. In contrast, the U.K. economy is operating at close to full 
capacity. Among emerging markets, growth prospects for China and 
India are very favourable. 

While the short-term outlook is clearly more positive, risks 
and uncertainties remain as we look further out. It is unclear, for 
example, whether the large fiscal and current account imbalances 
in many major economies will be resolved in a way that maintains 
growth. 

The expected strong economic expansion, especially in various 
Asian economies, should continue to support the price of non- 
energy commodities over the remainder of 2004 and through 2005. 
With regard to crude oil, the Bank’s base-case scenario assumes that 
prices will ease to about US$32 per barrel by the middle of this year 
and remain there through mid-2005. Natural gas prices are expected 
to stay near their current high levels throughout 2004. These 
assumptions, based on current futures prices, are significantly 
above the levels of six months ago (Chart 16). 


Chart 16 


Crude Oil and Natural Gas: Spot and Futures Prices 


US$/mef Monthly US$/barrel 
10 : 50 


Price of 
crude oil 

: futures 

: (12 April 2004) 


Crude oil 
(right scale) 


Price of 
natural gas 
: futures 
Natural gas (12 April 2004) 
(left scale) : 


2000 2001 2002 


* Spot price for crude oil (12 April 2004) 
° Spot price for natural gas (12 April 2004) 
Source: Canadian Enerdata Ltd., Canadian Gas Price Reporter 
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Aggregate demand and supply in Canada 


Economic growth in Canada in 2004 and 2005 is expected to 
come primarily from private domestic demand, supported by the 
degree of monetary stimulus and high levels of business and con- 
sumer confidence. The expanding global economy and the result- 
ing high level of commodity prices, the contribution of the higher 
Canadian dollar to reduced costs of imported machinery and 
equipment, and favourable financial conditions should all lead to 
robust growth in capital expenditures by businesses. And, despite 
some softening towards the end of 2003, household spending is still 
expected to grow solidly, with additional support from projected 
stronger gains in real incomes. Spending on goods and services by all 
levels of government is projected to rise moderately during this 
period. 

Canadian exports are expected to receive continued support 
from further strong gains in U.S. and global economic activity. 
Nonetheless, the lower value of the U.S. dollar is expected to hold 
back the growth of Canada’s exports and boost imports. Indeed, 
net exports are not expected to contribute to growth in 2004 and 2005 
(Table 2). 


Table 2 
Contributions to Average Annual Real GDP Growth 
Percentage points 


Consumption 


Government 


Business fixed investment 


Subtotal: Final domestic demand 


Imports 


Subtotal: Net exports 


Inventories 
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Economic growth in 
Canada will come 
mainly from private 
domestic demand. 


Growth is expected to 
strengthen this year and 
EXT 


... with the economy 
operating near potential 
by the third quarter of 
2005. 


Most measures of infla- 
tion expectations have 
changed little since 
mid-October. 


Growth in narrow money 
is consistent with the 
near-term outlook... 
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The Bank’s base-case outlook now projects real GDP growth, on 
an average annual basis, of about 2 3/4 per cent in 2004, picking 
up to about 3 3/4 per cent in 2005. While lower than that given in 
the October Report, the projection for 2004 is the same as that in 
the January Update. This projection for 2004 is also very close to 
the most recent average private sector forecast, while the Bank’s 
growth projection for 2005 is slightly higher than the latest con- 
sensus outlook. 

The Bank’s projection assumes real GDP growth of about 
2 3/4 per cent, at an annual rate, in the first half of 2004. This is 
expected to move up to about 3 1/2 per cent in the second half of 
this year and to peak around 4 per cent in the first half of 2005. 
This outlook for growth would imply little change in the output 
gap by the end of 2004, but by the third quarter of 2005 the econ- 
omy should be operating near potential. 

The main uncertainty for the outlook continues to relate to how the 
Canadian economy adjusts to global developments. Overall, the risks 
to the outlook appear balanced. 


Measures of inflation expectations 


Most indicators of inflation expectations that the Bank follows 
have remained largely unchanged since mid-October, and many of 
the key medium- and longer-term measures remain close to 2 per 
cent. In the Conference Board of Canada’s regular survey, reported 
in the winter issue of Index of Business Confidence, 84 per cent of 
respondents expected prices, in general, to rise over the next six 
months at a rate of 2 per cent or less, little changed from last 
autumn. As well, almost all firms in the Bank’s latest regional sur- 
vey expected CPI inflation to be within a range of 1 to 3 per cent, 
on average, over the next two years. Although the average private 
sector forecast for total CPI inflation in 2004 has edged down fur- 
ther to 1.4 per cent, the inflation forecast for 2005 is just under 
2 per cent. Typical forecasts of longer-term inflation also remain 
very close,to,2 per cent 


Implications of money growth for inflation 


Growth in the narrow money aggregates—M1+, M1++—has 
strengthened since the last Report, partly in response to the low 
interest rate environment. This robust growth is widespread across 
both household and business deposits. This is consistent with the 
near-term outlook and with the recent pickup in output growth 
(Chart 17). 
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Chart 17 
Growth of Real GDP and M1+ and M1++ 


Quarter-over-quarter percentage change, at annual rates 


M1+* 
(left scale) 


| 


GDP 


hs ue (right scale) 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Two-quarter moving average of growth of M1+ or M1++ (deflated by core CPI), lagged one 
quarter 


Chart 18 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 


Core CPI 
(right scale) 


M2++ 
(left scale) 


a 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


The growth rate of the broad money aggregate, M2++, has 
risen somewhat since the last Report from relatively low levels 
(Chart 18). This upswing largely reflects the strong growth in nar- 
row money. Also contributing was a shift back into equity-based 
mutual funds from other assets, reversing the trend of the past 
few months. Despite this recent pickup, continued weak growth in 
M2++ points to a downside risk for inflation. 


BY. 


... while weak growth in 
M2++ points to a down- 
side risk for inflation. 


Core inflation is expected 
to remain around 1 1/2 per 
cent through 2004... 


... before moving back to 
about 2 per cent by the 
end of 2005. 


Total CPI inflation is 
projected to stay near the 
core rate after mid-2004. 
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Inflation projection 


The slack in product and labour markets is expected to keep 
inflation below longer-term expectations until mid-2005. This 
effect should gradually diminish, however, as the output gap 
closes. The rise in the Canadian dollar since early 2003 is also 
likely to continue to put a limited amount of downward pressure 
on the core rate over the remainder of 2004. 

The core rate of inflation is expected to stay around 1 1/2 per 
cent through 2004, before gradually moving back to the 2 per cent 
target by the end of 2005 (Table 3).° 


Table 3 
Projection for Core and Total CPI Inflation 


Year-over-year percentage change* 


2004 


Q4 H1 


1.6 (1.6) 


Ql Q2 Q3 
ata aes Se 


Core inflation 1.3 (1.3) 1.4 (1.6) 1.6 (1.6) 
Wgelas) 


Total CPI 1.7 (1.5) 1.7 (1.5) 
| 


1.7 (1.7) 1.9 (1.9) 


1.7 (1.5) 17?) 


Assumption for the Price of West Texas Intermediate Crude Oil (US$ per barrel) 


WTI (level) 35 (33) 33 (31) 32 (30) 32 (30) 32 28) | 30 (28) 


* Figures in parentheses are from the January Monetary Policy Report Update. 


The outlook for the 12-month rate of increase in the total CPI is 
critically affected by developments in the markets for crude oil 
(Chart 16). With the substantial rise in the price of crude oil in recent 
months, total CPI inflation is expected to move somewhat above the 
core rate of inflation in the second quarter of 2004. If the WTI price 
of oil eases to about US$32 per barrel by mid-2004 and to 
US$30 per barrel by the second half of 2005, as suggested by 
futures prices, total CPI inflation should fall slightly below core 
inflation in 2005. 


5. In April 2004, the 12-month rate of increase in the core CPI is expected to 
rise temporarily, given that a second rebate on Ontario electricity prices low- 
ered the level of the core CPI in April 2003. 
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Monetary Poticy REPORT 


Overview 


The Canadian economy continues 
to adjust to developments in the global 
economy. These include stronger 
world demand, higher commodity 
prices, the realignment of world cur- 
rencies—including the Canadian dol- 
lar—and the intensified competition, 
together with new trading opportuni- 
ties, coming from emerging-market 
economies, such as China and India. 

These developments require shifts 
in activity among sectors and create a 
need for adjustments by many busi- 
nesses. Monetary policy is facilitating 
these adjustments by supporting ag- 
gregate demand, with the goal of keep- 
ing the economy near its full potential 
and inflation on target. 

At the end of 2003, the Canadian 
economy was operating at a lower lev- 
el than the Bank had projected in the 
October Monetary Policy Report. Al- 
though growth rebounded in the 
fourth quarter of last year, real GDP 
growth in the third quarter was weak- 
er than had been expected, and there 
was a downward revision to GDP in the 
second quarter. This came about de- 
spite stronger global economic activi- 
ty, particularly in the United States but 
also in Japan and other Asian econo- 
mies, and strong increases in commod- 
ity prices. Preliminary indications are 
that growth in the first quarter of 2004 


— April 2004 - 


ummary 


was marginally below 3 per cent at an- 
nual rates. As expected, core inflation 
has generally been below the Bank’s 
2 per cent target since the October Report. 

Against this backdrop, the Bank 
lowered its key policy rate by a total of 
75 basis points, reducing it by 25 basis 
points on each of the last three 
fixed announcement dates, to bring it 
to 2 per cent. 


Highlights 


¢ The Bank’s outlook for economic 
growth and inflation is essentially 
unchanged from that of the January 
Update. 


Growth should accelerate in the sec- 
ond half of this year and early next 
year, returning the economy close to 
its production potential by the third 
quarter of 2005. 


Inflation is expected to return to the 
2 per cent target by the end of next year. 


The Canadian economy continues to 
adjust to developments in the global 
economy. 


¢ The risks to the outlook appear balanced. 


BANK OF CANADA MONETARY POLICY REPORT SUMMARY—APRIL 2004 


The Bank’s outlook for economic 
growth and inflation in Canada is 
essentially unchanged from that of the 


90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


January Monetary Policy Report Update. 
The Canadian economy is expected to 
grow at an annualized rate of about 
2 3/4 per cent in 2004, picking up to 
about 3 3/4 per cent in 2005. Such 
growth would return the economy 
close to its production potential by 
the third quarter of next year. Core 
inflation is expected to average about 
11/2 per cent for the rest of 2004 and 
to move back to the 2 per cent target 
by the end of next year. 

The main uncertainty for the out- 
look continues to relate to how the 
Canadian economy adjusts to global 
developments. Overall, the risks to the 
outlook appear balanced. 


Recent Developments 


Despite the broadening of the glo- 
bal economic recovery, a number of 
shocks affected the Canadian economy 
in the third quarter of 2003, and 
growth ended up well below expecta- 
tions at an annual rate of 1.3 per cent. 
The economy rebounded as expected 
in the fourth quarter, posting an annu- 
al growth rate of 3.8 per cent. Final do- 
mestic demand was slightly weaker 
than expected, however, and external 
demand was somewhat stronger than 
expected. 

The resurgence in growth at 
year-end was supported by a pickup 
in inventory investment. As well, 
there was some recovery from the 
temporary shocks that had previously 
restrained activity. Other supporting 
factors were favourable financing 
conditions and stronger global demand. 
Exports rebounded substantially 
during the fourth quarter. Preliminary 
indications are that economic growth 
eased in the first quarter of 2004. 


Daily 


90-day 
commercial 
paper rate 


Target for the 
i U.S. federal funds rate 


After appreciating against the U.S. 
dollar early this year and briefly ap- 
proaching 79 cents U.S., the Canadian 
dollar has recently traded in a range 
of about 74 1/2 to 76 1/2 cents U.S. 

While the economy grew at a fast- 
er rate than that of potential in the 
fourth quarter of 2003, the amount 
of excess supply in the economy at 
year-end was still somewhat larger 
than projected six months ago. It is the 
Bank’s view that the economy is oper- 
ating significantly below its potential, 
although with the shifts in economic 
activity brought on by global economic 
developments, there is more uncer- 
tainty than usual around estimates of 
potential output. 

Inflation rates, both total and core, 
fell sharply in early 2004, as expected. 
This reflected the end of special fac- 
tors, such as earlier substantial in- 
creases in auto insurance premiums. In 
addition, the stronger Canadian dollar 
has led to some lower food prices. To- 
tal inflation also fell because of lower 
prices for gasoline and fuel oil than a 
year ago, although oil prices have risen 
strongly since last October. 


Target for 
the overnight rate 


BANK OF CANADA MONETARY POLICY REPORT SUMMARY—APRIL 2004 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range boas 
4 e Target midpoint 


Core CPI* 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* CPI excluding the eight most volatile components and the effect of changes 
in indirect taxes on the remaining components 


Prospects for Growth and 
Inflation 


Even though there are indications 
of marginally slower growth in the 
first quarter, the Bank’s outlook re- 
mains essentially unchanged from that 
of the January Update. Economic activ- 
ity should accelerate in the second half 
of this year and early 2005. 

The international outlook is quite 
positive. Prospects for a strong expan- 
sion in the global economy over the 
next year or so have improved. The 
Bank expects U.S. economic growth of 
about 5 per cent for 2004 as a whole, 
and 4 1/2 per cent in 2005. In addi- 
tion, Japan may be experiencing a 
sustained recovery. Near-term pros- 
pects for the euro area are subdued, 
but the longer-term outlook is improv- 
ing. Among emerging-market econo- 
mies, prospects are favourable, 
particularly for China and India. This 
strong world demand should support 
Canadian exports and help main- 
tain high commodity prices. 

While the external outlook is 
bright over the near term, it does con- 
tain some downside risks, especially as 
we look further out. Higher oil prices, 
should they persist, could dampen 


growth prospects, particularly in the 
United States. More broadly, there are 
uncertainties about whether current 
account imbalances and fiscal deficits 
in many industrial economies will be 
resolved in a way that maintains growth. 

The Bank expects economic 
growth in Canada this year and next to 
come primarily from private domestic 
demand, reflecting the monetary stim- 
ulus in the economy and high levels of 
business and consumer confidence. 
Monetary aggregates are consistent 
with an increase in economic growth. 

The Bank’s most recent survey of 
businesses, completed in March, sug- 
gests that companies are somewhat 
more confident in their ability to adjust 
to the appreciation of the Canadian 
dollar. 

Capital spending by businesses 
should grow robustly, supported by 
stronger world demand, high com- 
modity prices, favourable financial 
conditions, and the lower cost of im- 
ported machinery and equipment. 

Despite some softening at the end 
of 2003, household spending is project- 
ed to grow solidly, helped by projected 
stronger gains in real incomes. Gov- 
ernment spending is projected to rise 
moderately this year and next. 
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Solid foreign demand should sup- 
port exports this year, although the 
stronger Canadian dollar will continue 
to dampen export growth and boost 
imports. Overall, net exports are not 
projected to contribute to growth in 
2004 and 2005. 

All told, the Bank expects real GDP 
to expand at an annualized rate of 
about 2 3/4 per cent in the first half of 
this year. In the second half, growth 
should pick up to about 3 1/2 per cent. 
Such a result implies real GDP growth 
of 2 3/4 per cent for 2004 on an average 
annual basis. 

With growth projected to peak at 
about 4 per cent in the first half of 2005, 
the Bank expects average growth of 
3 3/4 per cent next year. Under this 


scenario, there would be little change 
in the amount of excess supply in the 
economy in 2004, but the economy 
should move back close to its potential 
by the third quarter of 2005. 

With the persistence of excess 
supply through 2004, core inflation 
should average 1 1/2 per cent over 
the remainder of the year. The past 
appreciation of the Canadian dollar 
may also put some modest downward 
pressure on core inflation through 
2004. But as excess supply diminishes, 
core inflation is projected to move back 
to 2 per cent by the end of 2005. Total 
CPI inflation will be heavily influenced 
by developments in the markets for 
crude oil. 


Projection for Core and Total CPI Inflation 
Year-over-year percentage change* 


2004 


Total CPI 0.9 (0.9) ily /(IES)) 


Ql Q2 Q3 


1.6 (1.6) 1.7 (1.7) i), 


1.7 (1.9) 1.6 (1.4) 


1.7 (1.7) 


Assumption for the Price of West Texas Intermediate Crude Oil (US$ per barrel) 


* Figures in parentheses are from the January Monetary Policy Report Update. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting: Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Paul Jenkins, Sheryl Kennedy, Pierre Duguay, 
David Longworth, and Mark Carney. 


We can be certain that . . . powerful global eco- 
nomic forces . . . will continue to be felt as the 
world economy continues to evolve. This evolu- 
tion will lead to challenges that we must face, 
but it will also lead to opportunities that we 
must seize. 


At the Bank of Canada, we will continue to 
monitor these global forces closely and assess 
their impact at home and abroad. This will help 
us contribute to Canada’s future economic pros- 
pects through low and stable inflation. 


David Dodge 


Governor, Bank of Canada 
20 September 2004 


CONTENTS 


POVELVIC WEES ee. MA AY MEL SMe Le ig € 
2. Recent Developments in Inflation .......... 7 
Inflation and the 2 per cent target ......... 7 
Eactors.at WOrkon mitlatiOnyoow werd. ontece 10 
3. Financial Developments ................. 20 
A Ne: OUtLOO Keres FA en tas RR Oe. 2 
Internationalibackerounder antieGiaics.. ks. 20 
Aggregate demand and supply in Canada . 25 
Measures of inflation expectations ....... 29 
Other factors affecting inflation .......... 29 
Implications of money growth ........... 30 
inflaton projections sis see Str eee et 31 
Biblioorap hiya ae Yarn eieetlatet fe 6. oo 
Appendix: 
Inflation Performance since May 2001...... 35 


Technical Boxes 


1 Kecent Movements in Oil)Prices, 9.2... 9 
Adjusting to Global Change: An Update 
of Sectoral Developments in Canada... 13 


3. The Dynamics of Exports and Imports .. 27 


—_ 


Oey 7 
7 ree 7 a a ; — 
- é Ae pitogs le ev aels wa 
7 i = 
- 


_, 
a 7 
7 of 


ae 
“7 : hye - 
T..1i58/ Seuaenentey aed S nett Beat maiséftnt | 
7 ae age neta et Sear RA 


i 


5 Ce F000 S Tigi anigscelpeaet asia 


4% Tie BS ¥ - Sera) Su eS wat tt- the . 
oe aes OYE Co vis & et bite a5 CAT i. 
* ie pial iat Ub th Sete ida is Vaan eee ; 


CS sh aae aa Tee 
= oes vn f vihen het boars sagan 
ide ef OR eee ta inlinnides sapaeas 4, 

0 aed or Cy enn hhlepaiiogiip.cognl tadGl 


DE thes, ops st 0 ihe hana ‘attest eqent r De: “ee 
Ee Wa oerttituly to awe Ts : ~ © 
f A oer ere pir & Vulewtn ip 

. ) 


cf . a. ves eg) > Yilqagoidia 


; - ¥ t9 
aibaogy A 
ct 100° qal¥ Morte sonannoiwey roitaiial | = 


) f 
is be 


2 29x08 ln>isrteoT . 
ey. eee 98 ainerrevoM tac’ .1 : 
woh nA gnu jmiokd ob nate bam & } 
£1 SAI 3 MZ SIiSrigoia PC tha Gtoacd . 


(Sy) eheoqpenl Baws ebanecd to) eaertet arr? 


, 
j 


ear ae Pees PEP ORT ONC PORER Dood 


1. OVERVIEW 


The Canadian economy continues to adjust to major global 
developments. These include a marked recovery in world eco- 
nomic growth and an associated increase in commodity prices; the 
growing global presence of major emerging-market economies 
such as China and India; and a realignment of world currencies, 
including the Canadian dollar. Canadian monetary policy is facili- 
tating the adjustment by aiming to keep inflation at its 2 per cent 
target and the economy operating near its production capacity. 

Early in the year, with core inflation below target and excess 
supply in the economy, the Bank lowered its target for the over- 
night interest rate to 2 per cent to support growth in domestic 
demand. Given the appreciation of the Canadian dollar in 2003, 
the Bank did not expect net exports (the difference between 
exports and imports) to make a material contribution to growth in 
aggregate demand in 2004 and 2005. But, in fact, in the first half of 
this year, exports grew much more vigorously than anticipated. As 
a result, the Canadian economy has moved up near its production 
capacity sooner than was projected in either the April Monetary 
Policy Report or the July Update. 

Recent developments have reinforced the continuing need for 
economic adjustments in Canada. Largely reflecting the strength 
of global demand, world oil prices have risen well above the 
Bank’s earlier assumptions. The prices of non-energy commodities 
are at high levels, and the Canadian dollar has strengthened fur- 
ther, which places additional pressure on some sectors that are 
highly exposed to international trade. 

Over the period to the end of 2006, the Bank’s base-case pro- 
jection is for aggregate demand for Canadian goods and services to 
expand, on average, at about the same rate as potential output, 
which is estimated at 3 per cent. Given the effects of higher oil 
prices and the past appreciation of the Canadian dollar, the Bank 
projects growth to be slightly less than 3 per cent in 2005 and 
slightly more than 3 per cent in 2006. 

With the economy expected to remain near its production 
capacity throughout the projection period, core inflation is pro- 
jected to move back up to 2 per cent by the end of 2005. 

Against this background, the Bank moved to reduce the 
amount of monetary stimulus in the economy by raising its target 
for the overnight rate to 2.25 per cent on 8 September and to 
2.50 per cent on 19 October (Chart 1). Further reduction of monetary 
stimulus will be required over time to keep inflation on target, 


This report is based on information received up to the fixed announcement date on 
19 October 2004. 


Developments in the 
target for the overnight 
rate since the April 
Report: 


8 June — no change 


20 July — no change 


8 September — up 25 basis 
points to 2.25 per cent 


19 October — up 25 basis 
points to 2.50 per cent 
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with the pace of interest rate increases depending on the Bank’s 
continuing assessment of the prospects for factors that affect pres- 
sures on capacity and, hence, inflation. 

The outlook for Canadian exports and imports is of particular 
significance in this respect, given the uncertainty associated with 
the ongoing adjustments to changes in the global economy, includ- 
ing changes in commodity prices and exchange rates. The risks 
surrounding global economic prospects relate primarily to the 
evolution of oil prices, the pace of expansion in China, the way in 
which current account imbalances in the United States and East 
Asia will be resolved, and geopolitical developments. 


Chart | 


90-Day Commercial Paper Rate, Target for the Overnight Rate, 
and Target for the Federal Funds Rate 
Daily 


90-day Target for 


commercial : the overnight rate 
paper rate \M 
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er 
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| U.S. federal funds rate 
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2. RECENT DEVELOPMENTS IN INFLATION 


Core CPI inflation averaged 1.5 per cent in the first eight 
months of 2004, below the Bank’s 2 per cent inflation-control tar- 
get. At the same time, unexpectedly high prices for crude oil have 
contributed to a marked rise in the rate of increase in the total CPI. 


Inflation and the 2 per cent target 


The core rate of inflation was 1.5 per cent in August, up 
from 1.1 per cent last February (Chart 2).! Other measures of the 
trend rate of inflation that the Bank follows were also below the 
2 per cent target (Chart 3). 

The slack in product markets, which had been evident through 
most of 2003 and into early 2004, contributed to keeping the core 
rate of inflation below the 2 per cent target through the first eight 
months of this year. The prices of import-intensive goods also con- 
tinued to decline in the first eight months of 2004 as a result of 
further reductions in world prices for many consumer goods and 
the impact of the earlier rise in the Canadian dollar. Despite some 
volatility in intervening months, the overall rise in the core rate 


Chart 2 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range Target midpoint 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of inflation excludes the eight most volatile components 
of the CPI and adjusts the remaining components to remove the effect of 
changes in indirect taxes. The eight most volatile components are fruit, vege- 
tables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and 
mortgage-interest costs. 


Core inflation remained 
below the 2 per cent target 
in August. 


The rate of increase in the 
total CPI has risen mark- 
edly since last February. 
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Chart 3 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


Core CPI CPIXFET** 


2000 2001 2002 2003 2004 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


between February and August was about as projected in both the 
April Report and the July Update. With motor vehicle prices higher 
than expected, core inflation increased somewhat more than antic- 
ipated in the period from March to July. But in August, the core 
rate of inflation moved back into line with expectations, following 
renewed discounting of automobile prices. The 12-month rate of 
increase in consumer meat prices has also risen markedly in recent 
months, partly reflecting a reduced supply of chicken resulting from 
an outbreak of avian influenza in British Columbia’s Fraser 
Valley. 

The 12-month rate of increase in the total CPI was 1.9 per cent 
in August, up from 0.7 per cent in February. This larger gain rela- 
tive to the core rate was caused mainly by substantial increases in 
the consumer prices of gasoline and fuel oil from their levels a 
year earlier. The price of crude oil has continued to rise since mid- 
April, reflecting strong global demand for oil and heightened con- 
cerns about the risks of supply disruptions in a number of oil- 
producing regions (Technical Box 1). Indeed, the price of oil is 
currently well above the levels in the base-case scenarios of both 
the April Report and the last Update. 


2. It also reflected a recovery in consumer beef prices from the unusually low 
levels recorded in August 2003, following the closure of international borders 
to imports of Canadian cattle, beef, and related products as a result of the dis- 
covery of an isolated case of bovine spongiform encephalopathy in Alberta. 
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Technical Box 1 
Recent Movements in Oil Prices 


Crude oil prices have increased by more than 50 per cent since the beginning of 
this year, reaching a record high in October. Nevertheless, the peak oil price, in real 
terms, was still about 20 per cent below the historical peak reached in the second 
quarter of 1981. The recent unexpected rise in global oil prices has reflected both a 
substantial increase in the demand for oil, as world growth strengthened more than 
anticipated, and heightened uncertainty regarding potential disruptions to oil sup- 
plies, at a time of exceptionally low global spare capacity. 

A repeated ratcheting up of actual and expected global demand during 2004 has 
underpinned the perception of a tighter oil market and the subsequent rise in price. 
The International Energy Agency’s (IEA) estimate of world demand for crude oil in 
2004, which stood at 80.3 million barrels per day (bpd) in April, has been raised to 
82.4 million bpd. Robust economic growth in China and India has contributed to this 
marked rise in demand. 

Spare capacity in OPEC-member countries (excluding Iraq), the only significant 
source of incremental short-term supply besides commercial oil stocks, is estimated to 
have touched record lows this year. In these circumstances, supply threats have had a 
particularly strong impact on prices by boosting the demand for inventories as a pre- 
caution against major supply disruptions. Concern about the security of oil produc- 
tion in the Middle East (particularly in Iraq), uncertainty surrounding Yukos Oil 
Company’s production in Russia, recent political instability in Nigeria, and significant 
damage to oil production facilities in the Gulf of Mexico have all contributed to higher 
prices. 


Prices of West Texas Intermediate crude oil futures suggest that prices are likely 
to remain at high levels in the near term, because of strong demand, low spare capac- 
ity, and supply threats. In the medium term, the global supply of crude oil should 
expand to meet higher demand, bringing prices gradually down. This is reflected in 
medium-term forward prices. The six-year forward price is currently US$38.30 per 
barrel. 


2004 Global Demand for Oil Real Oil Price (Constant 1982-90 Dollars) 
vs. Spot Price and OPEC-10* Spare Capacity 


bpd, millions US$/bb1 US$/bbl bpd, millions 


12 
sy = OPEC-10 spare capacity 


83 50 50 (right scale) 10 
Real price of oil 
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82 WTI crude oil price Ke =) 
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IEA forecast 35 


80 (left scale) 


79 
2003 2004 1972, 1977, W982 1987 1992, 1997 2002 


Source: IEA. Graph shows data received up to 13 October. * OPEC-10 is all OPEC countries excluding Iraq. 
The 2004 value is the level in September. 
Source: IEA 


In the first half of 2004, 
economic growth in 
Canada was higher 
than projected... 


... with exports surging 
and household spending 
also rising markedly. 
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Factors at work on inflation 


Aggregate demand 


Canada’s real GDP advanced at an annual rate of 3.7 per cent 
in the first half of 2004, higher than that projected in the last 
Report (Chart 4). In particular, the increase in exports was signifi- 
cantly stronger than expected. Recent indicators for spending and 
activity suggest that economic growth was about 3 per cent in the 
third quarter of 2004, marginally less than anticipated in the 
July Update. 


Chart 4 


Real Gross Domestic Product for Canada 


Quarter-over-quarter 
Year-over-year 


percentage change if Percentage ane. 


at annual rates 


2000 2001 2002 
* The letter “‘e” denotes estimate based on available indicators. 


The broadly based surge in exports reflected continued strong 
growth in global economic activity, as well as a recovery from the 
unusually low level in mid-2003. Final domestic demand also rose 
considerably, especially at the beginning of the year (Chart 5). 
Household spending continued to increase at a robust pace 
because of past monetary stimulus and stronger gains in real 
incomes (Chart 6). Capital expenditures by businesses also rose 
substantially. Some of this increased demand was met by imports, 
although imports rose much less than exports. Since part of the 
increase in sales was likely unexpected by firms, inventories were 
also reduced. 

Growth in the U.S. economy slowed to 3.3 per cent (at annual 
rates) in the second quarter of 2004 from 4.5 per cent in the first 
quarter, owing to weaker growth in consumption. Higher oil 
prices were mainly responsible for dampening consumption, 
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Chart 5 
Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Net exports 


j 
g 
/ 


Inventory ye 
investment 


Chart 6 


Consumer Confidence 
Year-over-year 


1991=100 percentage change 
130 
Index of 
consumer confidence* 
(left scale) 


Household 
spending** 
(right scale) 


itil 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Source: Conference Board of Canada (last data point 2004Q3) 
** Expenditures in constant dollars on consumer goods and services plus housing investment 


which is expected to rebound modestly in the third quarter.? Evi- 
dence to date indicates that growth rose to about 4.5 per cent in 
the third quarter (Chart 7). 


3. Consumption in the third quarter is supported by surprisingly strong car 
sales, fuelled by dealer incentives. 
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The marked recovery in 
the global demand for 
Canadian goods and 
services has offset the 
effect of a stronger 
Canadian dollar... 


... and boosted output in 
most industries highly 
exposed to foreign 
competition. 
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Chart 7 
Real Gross Domestic Product for the United States 


Quarter-over-quarter 


percentage change, 
at annual rates 


Year-over-year 


Le percentage change 


2000 2001 2002 


* The letter “e” denotes estimate based on available indicators. 


Adjusting to Global Change 


Canadian producers continue to adjust to developments in the 
global economy. These developments include a marked recovery 
in world economic growth; the associated increase in commodity 
prices; the growing global presence of major emerging-market 
economies, such as China and India; and large movements in the 
U.S. dollar against most other major currencies, including the 
Canadian dollar. The impact of these developments on the 
demand for Canadian goods and services is causing changes in 
the composition of activity, employment, and capital spending 
among the various sectors of the economy, as well as major adjust- 
ments by many firms. Indeed, many companies in industries that 
are highly exposed to international competition are making signif- 
icant modifications to their operations.* 

Between December 2003 and July 2004, output growth in Can- 
ada remained strong in those sectors with low exposure to inter- 
national trade. Over the same period, however, the strength of 
global demand for Canadian goods and services has also led to 
sharply higher output in a number of industries highly exposed to 
international competition (Technical Box 2). 

Business capital spending and intentions have also been 
importantly affected by key global economic developments. 


4. This includes industries that are highly export oriented or highly exposed 
to import competition. 
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Technical Box 2 


Adjusting to Global Change: An Update of Sectoral Developments in Canada! 


Since the end of 2003, the impact of the global economic recovery on the demand 
for Canadian goods and services has become much more apparent. The strong recov- 
ery in exports in the first half of 2004 appears to have derived mainly from the global 
economic upswing and the accompanying rise in commodity prices. Exports also ben- 
efited from a shift in the composition of foreign activity in favour of components to 
which Canadian exports are particularly sensitive and from the diminishing effects of 
earlier unfavourable sectoral shocks.” Consequently, output growth in sectors highly 
exposed to international trade increased strongly, despite the appreciation of the 
Canadian dollar. In particular, production in industries manufacturing non-electrical 
machinery, chemical products, and fabricated metal products rose sharply. Continued 
substantial growth in Canada’s final domestic demand during the first half of this 
year also contributed to further gains in activity in most sectors with a low exposure 
to international competition, especially in telecommunications services and retail 
trade. 

There have been marked fluctuations in profitability among sectors in Canada 
since the end of 2002. Although aggregate profitability was high in 2008, the average 
rate of return on equity in sectors highly exposed to international trade worsened con- 
siderably between the first and third quarters of 2003. Companies in sectors where 
prices are determined in world markets (and denominated in U.S. dollars) quickly 
experienced the adverse effect of the Canadian dollar’s appreciation on their profita- 
bility. Subsequently, with stronger output growth and substantial increases in world 
prices for commodities, profitability in most of these sectors had recovered considera- 
bly by mid-2004. The increase in profitability has been especially pronounced for 
manufacturers of automobiles and parts; chemicals, plastics, and rubber products; and 
wood and paper products. 

Even so, because many companies in industries highly exposed to international 
trade had experienced weakness in their profitability over most of the period since 
2001, they have continued to make adjustments since the end of 2003. For instance, 
there has been relatively little change in employment in the manufacturing sector 
since the end of last year, despite a marked rise in production. As well, capital spend- 
ing in many industries with a high exposure to international competition (other than 
those producing energy and other commodities) has decreased considerably 
since 2002. 


1. This technical box updates Technical Box 2 in the April Report. 
2. See Technical Box 3 for more details. 
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Real GDP by Sector 


Percentage change 


Sector December 2002 | December 2003 
to to July 2004 


December 2003 (annual rate) 


Aggregate business De 


High exposure to international trade or competition 3.3 
Of which: 
Mineral fuels ZA 
Non-energy, non-farm commodity based 29 
Other high-exposure sectors* 3.8 


Low exposure to international trade** 2D 


* Includes selected non-commodity-based manufacturing industries 
** Includes sectors that are exposed as net importers 


Rate of Return on Equity for Selected Sectors 


Total all sectors 


Sectors 
with high 
__ &xposure to Sectors 
international trade with low 
exposure to 
international trade 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 
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Indeed, the growth of business investment since 2002 has been 
concentrated in sectors with low exposure to international compe- 
tition, as well as in industries producing energy and other com- 
modities. In the remaining industries that are highly exposed to 
international trade and, therefore, to exchange rate fluctuations, 
capital spending has fallen back, however. 

The Bank’s autumn Business Outlook Survey suggested that, over- 
all, the level of confidence among firms about sales prospects over 
the next 12 months remains about as high as it was in the summer 
survey, with firms in the West being significantly more optimistic 
than those in Central and Eastern Canada. Optimism about prospec- 
tive capital spending also continues to be fairly high. Firms in most 
sectors still plan to increase their investment expenditures, with man- 
ufacturing continuing to be an exception. 

More generally, it appears that many Canadian firms are still 
adjusting to developments in the global economy. Indeed, with 
continuing uncertainty attached to the outlook for global demand 
for Canadian goods and services, the likely path of world prices 
for energy and non-energy commodities, and the nature and 
extent of further changes in currencies, the size and timing of fur- 
ther adjustments by Canadian businesses remains uncertain. 


Estimated pressures on capacity 


Canada’s economic growth in the first half of 2004 was higher 
than projected in the April Report. This, combined with a small 
upward revision to real cpp data for 2003,° suggests that the Cana- 
dian economy has moved up near its production potential some- 
what more quickly than was expected in the last Report. Indeed, 
the Bank’s conventional measures of potential output and the out- 
put gap indicate that the level of economic activity was very close 
to full capacity by the second quarter of 2004 (Chart 8). While 
there continues to be a wide confidence interval surrounding any 
estimate of the output gap, the Bank believes that its conventional 
measure provides a balanced assessment of how close the econ- 
omy is to its capacity limits. This is confirmed by the proportion 
of firms reporting pressures on capacity in the Bank’s autumn 
Business Outlook Survey (Chart 9). 

Some indicators currently point to greater pressure on capacity 
than the conventional measure. For instance, capacity utilization in the 
non-farm, goods-producing sector was well above the 2000-03 average. 
As well, the number of companies adversely affected by labour 
shortages rose from the summer Business Outlook Survey. These 


5. Statistics Canada’s estimate of real growth for 2003, on an average annual 
basis, was revised up to 2.0 per cent from an initial estimate of 1.7 per cent. 
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Activity in the Canadian 
economy had moved up 
near its production poten- 
tial by the second quarter 
of 2004. 


BANK OF CANADA 


Chart 8 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the third quarter of 2004 is based on a projected rise in output of 3 per cent 
(at annual rates) for the quarter. 


labour shortages were widespread in the resource, trucking, busi- 
ness and personal services, manufacturing, and construction sec- 
tors. This last shortage is consistent with the capacity pressures 
that have been evident in the housing market for some time. 


Chart 9 


Estimated Output Gap and Response to Business Outlook Survey 
Question on Capacity Pressures 


Some or 
significant difficulty** 
(left scale) 


Output gap* 
(right scale) 


1999 2000 2001 2002 2003 2004 


* 


Difference between actual output and estimated potential output. Note that the estimate for the third 
quarter of 2004 is based on a projected rise in output of 3 per cent (at annual rates) for the quarter. 
** Percentage of firms indicating that they would have either some or significant difficulty meeting an 
unanticipated increase in demand/sales. 
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In contrast, other indicators suggest more slack than implied 
by the conventional measure of the output gap. Hours worked 
have been below trend, and wage increases continue to be moder- 
ate. The ratio of unfilled orders to shipments in the manufacturing 
sector (excluding aerospace products and parts) also remains quite 
low. 

There are differences in capacity utilization across industries 
and regions, and some of these differences may well become more 
pronounced in the future as a result of the ongoing adjustment 
process to global changes. However, there is currently little excess 
supply in the Canadian economy as a whole. 


Cost control and output prices 


Unit labour costs in the business sector in the second quarter 
of 2004 were up modestly from year-earlier levels, even though 
productivity increased only slightly over the past year (Chart 10). 
This reflected the fact that hourly labour compensation in the 
business sector rose by a mere 1 per cent between the second 
quarter of 2003 and the second quarter of 2004. However, the under- 
lying rate of increase in wages, based on such measures as the average 
hourly earnings of permanent workers,® seems to have been in a 
range between 2 1/4 and 3 1/4 per cent since the fourth quarter 
of 2003 (Chart 11).” 

Further large year-over-year increases in the prices of Canada’s 
commodity exports during the first half of 2004, resulting from 
strong growth in the world economy, contributed importantly to 
the pronounced increase in the annual rise in the chain price index 
for Gpp (a broad price measure of goods and services produced in 
Canada) between the fourth quarter of 2003 and the second quar- 
ter of 2004 (Chart 12). However, the prices of non-energy com- 
modities have edged down slightly since mid-2004 (Chart 13). 
Upward revisions to forecasts for U.S. crop production contrib- 
uted to a decline in grain prices, and the prices of forest products 
have also eased as a result of somewhat weaker demand. In con- 
trast, strong world demand has led to firmness in metals prices. 


6. The average hourly earnings of permanent workers for the aggregate econ- 
omy appear to give a better indication of the underlying rate of increase in 
wages than does labour compensation per person-hour in the business sector, 
partly because they are considerably less volatile. As well, the labour- 
compensation measure has, at times, been subject to considerable revision. 


7. The drop in the average base-wage rate for contracts negotiated in the pub- 
lic sector in the second quarter of 2004 reflected the impact of a Government 
of British Columbia contract with health sector workers that contained wage 
cuts. The decrease in the average base-wage rate for contracts negotiated in 
the private sector in July 2004 reflected the impact of Air Canada agreements 
that contained wage freezes and some wage reductions. 
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Unit labour costs in the 
second quarter of 2004 
were up only modestly 
from year-earlier levels. 
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Chart 10 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


tne Nu 


[eres per Unit labour costs 
person-hour 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 


Chart 11 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage sim 


ie Public sector** 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Source: Labour Force Information, last data point plotted, September 2004 
** Source: Human Resources Development Canada, last data point plotted, August 2004 
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Chart 12 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Core CPI 


Chain price index 
for GDP 
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Chart 13 


Bank of Canada Commodity Price Index 
1982-90 = 100 


Energy (Can$) 
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Non-energy (US$) 
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Financial conditions have 
been very favourable. 
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3. FINANCIAL DEVELOPMENTS 


Financial conditions in Canada have been very favourable 
since the April Report. The yields and spreads on corporate bonds 
are broadly unchanged and remain below their historical aver- 


_ ages, as strong profitability offsets concerns about the possible 


impact of higher interest rates in the future (Chart 14). Canadian 
equity markets have moved higher since the time of the last 
Report, and remain well above the levels seen a year ago. The solid 
earnings performance of Canadian banks, together with increased 
competition among financial institutions and between financial 
institutions and capital markets for business lending, has contrib- 
uted to easier bank-lending conditions. 


Chart 14 


Yield on Canadian Corporate Bonds Minus Yield on Government Bonds 


All maturities by credit rating, basis points 
350 350 


300 300 


250 250 


200 200 


150 150 


100 


2001 
Source: Merrill Lynch 


Favourable financial conditions and ongoing improvements in 
business balance sheets have led to a strengthening of total busi- 
ness credit growth, which is approaching a level in line with its 
historical averages (Chart 15). There has been a particularly brisk 
pickup in short-term business credit over the past few months— 
largely in the form of loans from chartered banks. This increase 
was due to lower borrowing costs, easier terms and conditions, 
and a slight increase in the demand for credit. Long-term business 
credit continued to grow solidly, supported by healthy issuance of 
bonds and equities in capital markets. However, most of the 
increase in business credit seems to have been directed towards 
general business operations rather than increased investment. 
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Household credit advanced at an accelerated pace, with both 
consumer credit and residential mortgage credit contributing to the 
rise. This pickup suggests that low interest rates and solid income 
growth are still bolstering consumption and housing investment. 


Chart 15 


Business and Household Credit 
Year-over-year percentage change 


Business 


Household 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


Yields on shorter-term bonds in both Canada and the United 
States have risen since the last Report, driven by higher policy 
rates and expectations of further increases. Yields on longer-term 
bonds, in contrast, have shifted down slightly (Chart 16). Further- 
more, bond yields are generally well below the peaks reached in 
May and June of this year. The early summer peak in yields 


Chart 16 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 


Canada 
(13 April 2004) 


Canada 


(18 October 2004) United States 


(18 October 2004) 


an é United States 
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reflected both the perceived beginning of the tightening phase in 
the U.S. interest rate cycle and growing optimism about the 
strength of the U.S. and global recoveries. Subsequent concerns 
over the summer months about a U.S. slowdown, combined with 
record high oil prices and the dampening effect that they could 
have on consumption in several countries, have led to a sharp 
drop in yields from those earlier levels. Spreads between the 
yields on Canadian and U.S. government bonds have generally 
widened over the period, largely as a result of movements in U.S. 
yields. 

Although the Canadian dollar also exhibited significant move- 
ments over the period, it is broadly stronger since the time of the 
last Report, having appreciated by slightly over 7 per cent relative 
to both the U.S. dollar and the C-5 index of currencies (Chart 17). 
By mid-May, when the growth outlook in the United States was at 
its most optimistic, the Canadian dollar had fallen to approxi- 
mately 71.5 cents U.S. Following this, however, a combination of 
weaker-than-expected U.S. growth, stronger Canadian growth, 
and firming commodity prices contributed to the appreciation of 
the Canadian dollar, which is currently trading at close to 80 cents U.S. 


Chart 17 


Canadian Dollar Exchange Rate 
1992=100 Wednesdays U.S. cents 


105 105 
Canadian dollar index 
100 vis-a-vis C-5 currencies** 100 
(left scale) 
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* (C-6 currencies: U.S. dollar, euro, yen, U.K. pound, Swedish krona, and Swiss franc 
** C-5 currencies: excludes U.S. dollar 
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4. [HE OUTLOOK 


International background 


The global economy is expected to continue to expand over the 
next two years, fuelled by robust growth in Asia, somewhat above 
potential growth in the United States, and moderate growth in 
Europe and Japan (Table 1). The pace of expansion will be damp- 
ened by the recent sharp increase in oil prices, however, and by a 
move to higher interest rates as economies currently experiencing 
excess supply conditions move closer to full production capacity. 
The Bank’s base-case projection calls for world economic growth 
to moderate from about 4 3/4 per cent in 2004 to about 4 per cent 
in 2005, and to pick up to about 4 1/4 per cent in 2006. 


Table 1 
Global Growth Projections® 


Share Expected growth (per cent) 

of real and percentage point contribution 

global to global economic growth* 

cpp? 
(per cent) 2004 2005 2006 


= 


United States 21 4.6 [0.97] 3.7 [0.78] 4.1 [0.86] 
=e 


European Union 20 2.1 [0.42] 1.9 [0.38] 2.6 [0.52] 
z | 


Japan of 4.1 [0.29] blk 1.5 [0.11] 2 O15] 


China and Asian NIEs‘ 16 8.2 [1.31] | 7.1[1.14] | 65 [1.04] 
Noe = 


Others 4.6 [1.66] 4.1 [1.48] 4.8 [1.73] 


a te 


a. Source: Bank of Canada 

b. GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2002. Source: IMF, WEO Database, September 2003. 

c. Numbers in square brackets represent the contribution of each region to the global eco- 
nomic growth rate in percentage points. 

d. NIEs are newly industrialized economies. These include Hong Kong (Special Administra- 
tive Region), Korea, Taiwan (Province of China), and Singapore. 


While the outlook is favourable, there are a number of uncer- 
tainties, especially beyond mid-2005. The timing and extent of fis- 
cal consolidation in most major economies is unclear at this time. 
More broadly, the form of the resolution of current account imbal- 
ances, notably those in the United States and East Asia, is difficult 
to ascertain. And there remain ongoing geopolitical concerns. 
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Over the next two and a half years, the Bank’s base-case pro- 
jection for the U.S. economy is for growth at a rate slightly faster 
than that of its production capacity. The key economic driver in 
the United States is expected to be strong growth in business 
investment, responding to underinvestment in recent years and to 
very favourable financing conditions. Productivity gains from past 
and future investments and capital deepening are expected to main- 
tain the growth of potential output at about 3 1/2 per cent. The 
past depreciation of the U.S. dollar should boost net exports, 
while the recent sharp increase in oil prices, together with a reduc- 
tion in monetary stimulus, and some assumed fiscal consolidation, 
will dampen growth in household spending. The output gap, esti- 
mated at 1 per cent in the third quarter of 2004, is projected to narrow 
further during 2006. 

In Europe, the recovery, although uneven, is now somewhat 
more firmly anchored. Robust growth in some countries, such as 
the United Kingdom, is counterbalanced by less-favourable pros- 
pects in Germany and Italy. The recovery in Japan is expected to 
be sustained, albeit at a slower pace than recorded at the end of 
2003 and early 2004. Emerging-market countries in Asia should 
continue to contribute positively to world growth if China suc- 
cessfully moves towards a more sustainable growth path. 

There are risks to the outlook for 2005. On the downside, the 
U.S. economy may slow more than expected, and the Chinese 
economy may slow more abruptly than projected. On the upside, 
investment growth and inventory rebuilding in the United States 
may be stronger than expected, and the Chinese economy may not 
slow as much as projected. | 

The U.S.-dollar prices of non-energy commodities are expected 
to remain at a relatively high level over the next two years as a 
result of the global economic expansion, although they are likely 
to ease over time as new supplies come on stream. The price of 
crude oil is assumed to remain above US$50 per barrel in the first 
half of 2005 and to ease to about US$43 per barrel by the second 
half of 2006. Natural gas prices, which will likely move up with 
the onset of the winter heating season, are expected to remain at 
relatively high levels through 2006. These assumptions are consis- 
tent with the current market expectations embodied in futures 
prices (Chart 18). The Bank’s base-case scenario for oil prices is 
well above that used in both the last Report and Update. 
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Chart 18 


Crude Oil and Natural Gas: Spot and Futures Prices 


US$/mef Monthly US$/barrel 


12 i ; 60 
Price of crude oil futures 
p>~_ (15 October 2004) 


Crude oil 
(right scale) 


Price of natural 
‘ gas futures 
Natural gas : (15 October 2004) 


(left scale) 


2000 2001 2002 2003 2004 2005 


* Spot price for crude oil (15 October 2004) 
© Spot price for natural gas (15 October 2004) 
Source: Canadian Enerdata Ltd., Canadian Gas Price Reporter 


Aggregate demand and supply in Canada 


Continued strong growth of final domestic demand is 
expected to contribute importantly to economic expansion in Can- 
ada through to 2006 (Table 2). Business investment is projected to 
strengthen further as a result of strong growth in the global 
economy and the resulting high level of commodity prices, very 
favourable financial conditions, and reductions in the prices of 
imported machinery and equipment. Solid growth in consumer 
spending should be sustained by further gains in real incomes. 
Housing investment is expected to stabilize at current high levels, 
as supply catches up with demand. And spending by all levels of 
government is projected to rise broadly in line with revenues as 
governments strive to maintain fiscal balance. 

While continued global economic expansion implies further 
gains for Canadian exports, this is projected to be more than offset 
by faster growth in imports. The past appreciation of the Cana- 
dian dollar is expected to continue to dampen the growth of Can- 
ada’s exports and to boost that of imports through 2005. 

However, it remains difficult to analyze Canada’s international 
trade volumes in terms of the underlying fundamentals (Technical 
Box 3). At mid-2003, the levels of both exports and imports 
seemed well below those indicated by their historical relationships 
with measures of real income and relative prices. Since then, 
exports have moved back up near their predicted long-run levels, 
while imports continue to be much lower than expected. These 
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Table 2 
Contributions to Average Annual Real GDP Growth 
Percentage points* 


cP (Sic 
Government 


2006 


OY 


S 
oo 


Business fixed investment 0.6 (0.7) 


Subtotal: Final domestic demand 3.4 (3.5) 32 (34) 


Exports 2.0 (1.6) 


3.4 


1.7 


ae ee Fe © een ese ee ee et 
i=) 
\o 


Imports -2.5 (-1.9) 


Subtotal: Net exports 0.2 (-0.1) -0.5 (-0.3) 


Inventories -0.7 (-0.7) 0.2 (0.4) 


=19 


ab) 


GDP 2ON(227) 229i(3:5) 


SE ee A 
ee 
N 


* Figures in parentheses are estimates used for the scenario in the July Update. 


puzzling developments, together with substantial and ongoing 
revisions to the trade data, make the projection of the future con- 
tribution of net exports to GpP growth particularly uncertain. More 
generally, given the various forces at play in the global economy, 
there are risks around our projections for imports and exports, 
and for business investment. 

Higher-than-expected oil prices, both actual and prospective, 
should tend to reduce demand for Canadian exports, raise produc- 
tion costs for Canadian firms, and dampen household spending, 
all else being equal. Over time, they should also lead to higher 
capital spending and output by energy-producing firms. However, 
given the time necessary for regulatory approvals before major 
new projects can proceed, and given tight markets for many 
inputs, including skilled labour, the impact of higher oil prices on 
the capital expenditures of energy-producing companies is 
expected to be limited in the short term. Thus, higher energy 
prices are likely to have a small negative effect on Canadian cpp in 
the near term, before the positive impact on capital spending and 
energy output in Canada becomes more pronounced. 

The Bank’s base-case projection for Canada calls for real GDP 
growth to average about 3 per cent (the estimated growth rate of 
production capacity), at an annual rate, over the period from the 
second half of 2004 to the end of 2006. Given the effects of higher 
oil prices, including a slowing in U.S. economic expansion, and 
the anticipated further dampening of net exports arising from the 
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Technical Box 3 
The Dynamics of Exports and Imports 


Large changes in macroeconomic variables and significant disturbances to trade 
from unusual shocks, combined with ongoing high volatility and substantial revisions 
to trade data, have made the interpretation of export and import movements difficult 
over the last few years. Nevertheless, an analysis of recent trade data and macroeco- 
nomic developments within a framework of error-correction models of exports and 
imports suggests the following picture of trade adjustment. 

Exports have sprung up in recent quarters after a period of trend decline that had 
brought them well below the estimated long-run “fundamental” values suggested by 
an econometric model based on the observed levels of foreign output, the relative 
price of exports, and global openness to trade, as captured by the ratio of exports to 
GDP in OECD countries. This shortfall seems ascribable, at least in part, to increasing 
slack in the world economy and to a number of unfavourable sector-specific develop- 
ments.! The recent resurgence of exports appears to have arisen mostly from the glo- 
bal economic upswing and the accompanying rise in commodity prices. Exports have 
also probably been boosted by a shift in the composition of foreign activity in favour 
of components to which Canadian exports are particularly sensitive,” the diminishing 
effects of earlier unfavourable sectoral shocks, and to a smaller degree, a decline over 
the past year in manufacturing unit labour costs relative to the export price of end 
products. As a result, exports had climbed back closer to their predicted long-run 
value by the second quarter of this year. 

Imports have been trending up in 2003 and 2004 relative to a measure of import- 
intensive activity. At the same time, however, they have fallen increasingly below the 
values suggested by an econometric model based on the observed levels of import- 
intensive activity, the relative price of imports, and global openness to trade. Work at 
a disaggregated level suggests that this shortfall originates largely in machinery and 
equipment imports and that, to a small extent, it may have arisen from attempts by 
industries with high propensities to import equipment parts and components to 
reduce excessive stocks relative to sales. Uncertainty about the estimated parameters 
of the import model allows for a range of probable values for the shortfall of imports. 
Thus, the relatively large size of the estimate shown below must be interpreted with 
caution. 

Although it remains very hard to project with confidence how trade adjustment 
will evolve in the future, it seems likely that net exports will make a negative contri- 
bution to growth in the short term as exports slow more than imports. Exports might 
receive less support from the factors that have counteracted exchange rate effects 
recently, while imports would likely tend to catch up to higher long-run “fundamen- 
tal” levels. 


1. Fora review of these shocks, see “Recent Trends in Export Volumes,” Technical Box 1, Mon- 
etary Policy Report, April 2004. 

2. For instance, a measure that weights indexes of U.S. industrial production and various 
components of U.S. GpP by the relative proportions in total Canadian exports of the export cat- 
egories to which they relate shows significantly more growth from the third quarter of 2003 
onwards than does U.S. GDP. 
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Deviation of Exports from Estimated Deviation of Imports from Estimated 
Long-Run Fundamentals Long-Run Fundamentals 


1990 1992 1994 1996 1998 2000 2002 2004 1990 1992 1994 1996 1998 2000 2002 2004 
Last date plotted: 2004Q2 Last date plotted: 2004Q2 


Activity (foreign or domestic)” 


Relative prices (of exports or imports) 


Export intensity in OECD countries 


Model estimated over the period 1973Q1 to 2004Q1. 

Foreign activity: Canadian-trade-weighted average of GDP indexes for the G-6 countries. 
Domestic activity: Canadian GDP less government expenditures and the statistical discrep- 
ancy, plus imports. 

Imposed elasticity, not statistically different from an estimated unconstrained elasticity. 
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past appreciation of the Canadian dollar, growth is expected to be 
slightly less than 3 per cent during 2005 and slightly more in 2006. 
This implies growth, on an annual average basis, of just under 
3 per cent in 2004 and 2005, and about 3 1/4 per cent in 2006. 

The projection for growth in 2004 is a little higher than in the 
April Report and the July Update, whereas the projection for 2005 is 
lower. This growth projection for 2005 is also lower than the latest 
Consensus outlook. 

This growth scenario implies that the Canadian economy may 
experience some small renewed excess supply in 2005 before 
returning close to its production capacity by mid-2006. The base- 
case scenario assumes further withdrawal of monetary stimulus 
over time to keep the economy near its production capacity and 
achieve the inflation target. 


Measures of inflation expectations 


While most indicators of short-term inflation expectations that 
the Bank follows have moved up modestly since mid-April, many 
of the key medium- and longer-term measures remain close to 
2 per cent. In the regular survey reported in the autumn issue of 
the Conference Board of Canada’s Index of Business Confidence, 
72 per cent of respondents expected prices, in general, to rise over 
the next six months at a rate of 2 per cent or less. This is a lower 
percentage than reported nine months earlier. As well, while just 
under 90 per cent of firms in the Bank’s autumn Business Outlook 
Survey expected CPI inflation to be within a range of 1 to 3 per 
cent, on average, over the next two years, 54 per cent of respond- 
ents expected inflation to be in the upper part of the range. On the 
other hand, the average private sector forecast for total CPI infla- 
tion in both 2004 and 2005 is around 2 per cent. Consensus fore- 
casts of inflation for 2006 and beyond also continue to be very 
close to 2 per cent. 


Other factors affecting inflation 


There is a heightened risk that the recent surge in the global 
prices of energy may pass through to the prices of non-energy 
goods and services. Recent experience suggests that this pass- 
through effect is likely to be relatively small and spread out over a 
period of about two years. However, this experience may under- 
state the pass-through of the recent increase in energy prices 
owing to its expected persistence. 

On the other hand, the appreciation of the Canadian dollar 
since early 2003 is expected to continue to exert some slight 
downward pressure on core inflation. 
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Increases in average hourly earnings of permanent workers are 
expected to rise somewhat between now and 2006. At the same 
time, with growth in labour productivity expected to pick up over 
this period, the projected year-to-year increase in unit labour 
costs, while rising, should be at or below 2 per cent through the 
projection horizon. 


Implications of money growth 


Growth in the narrow money aggregates—M1+ and M1++— 
has continued its upward trend since the last Report. Although the 
pace moderated somewhat in July and August, it remains strong 
on a year-over-year basis. This strength is broadly consistent with 
the low interest rate environment and suggests strong output 
growth in coming quarters (Chart 19). 


Chart 19 
Growth of Real GDP and M1+ and M1++ 


Quarter-over-quarter percentage change at annual rates 


M1+* 
(left scale) 


(quarter/quarter) 
(right scale) 


M1++* 
(left scale) 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Two-quarter moving average of growth in M1+ and M1++ (deflated by the core CPI), 
one quarter earlier 


Since the last Report, the growth of broad money—M2++— has 
continued to recover from the low levels of 2003. This recovery is 
attributed to the faster growth of the narrow money aggregates 
and, to a lesser extent, faster growth in non-money-market mutual 
funds. The stronger growth in M2++ points to a reduction in the 
risk of disinflationary pressure (Chart 20). 
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Chart 20 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 


Core CPI 
(right scale) 


M2++ 
(left scale) 


N\ 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


Inflation projection 


The excess supply in the Canadian economy, which was evi- 
dent through most of 2003 and into early 2004, should keep core 
inflation slightly below longer-run expectations over the next few 
quarters. The past appreciation of the Canadian dollar is also 
expected to exert a little downward pressure on the core rate 
through 2005. 

The year-over-year rate of increase in the core CPI is projected 
to remain at about 1.5 per cent for the rest of this year. This out- 
look incorporates larger monthly increases in the seasonally 
adjusted core CPI relative to those experienced in the first eight 
months of 2004, because recent price discounting for such items as 
clothing and non-shelter services is expected to moderate, and 
annual increases for tuition fees and property taxes are antici- 
pated. In view of the volatility in the core rate observed in 2004 to 
date, the level of uncertainty surrounding the near-term monitor- 
ing of core inflation is somewhat higher than normal. 

With the economy operating near its potential over the projec- 
tion period, the effects of other factors roughly cancelling each 
other, and inflation expectations remaining well anchored, the core 
rate of inflation is projected to move up to the 2 per cent target by 
the end of 2005 and to remain at 2 per cent through 2006 (Table 3). 
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Core inflation is expected 
to be about 1.5 per cent 
for the rest of 2004... 


... before moving up to 
the 2 per cent target by 
the end of 2005. 


Total cPI inflation is 
likely to move well above 
the core rate and remain 
there until mid-2005. 
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Table 3 
Projection for Core and Total CPI Inflation 
Year-over-year percentage change* 


2004 2005 
Q3 | Q4 Q1 Q2 H2 


Coreinflation | 1.6 (1.7) | 1.5(16) | 1.7 (18) | 1.8 (1.8) | 1.9(1.9) | 2.0(2.0) 


Total CPI 2.0 (2.2) | 28 (22) A 3 (£3) | 3.0 (1.8) | 1.9 en 1.5 (1.7) 1.7 


Assumption for the Price of West Texas Intermediate Crude Oil (US$ per barrel) 


WTI (level) 44 (38) | 54(38) | 53(36) | 51(36) | 48 (35) | 45 (33) 


* Figures in parentheses are from the July Monetary Policy Report Update. 


Developments in the markets for crude oil will continue to 
have a crucial impact on the outlook for the 12-month rate of 
increase in the total CPI (Chart 18). Based on the assumption that 
the price of crude oil will remain above US$50 per barrel through 
to mid-2005, total CPI inflation is likely to rise near the top of the 
target range and stay there until the middle of next year. With the 
WTI price of oil assumed to ease below US$50 per barrel in the 
second half of 2005 and then to decrease further to US$43 per bar- 
rel by the second half of 2006, total CPI inflation should fall 
sharply in the second half of next year and stay below the core 
rate of inflation through 2006. 
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APPENDIX 


Inflation Performance since May 2001 


In May 2001, the Government of Canada and the Bank 
announced the renewal of the inflation-control target for a period of 
five years to the end of 2006. The Bank announced its intention to 
strengthen the way in which the target arrangements would be 
implemented in order to increase the predictability of inflation 
over longer time horizons. Inflation performance since May 2001 is 
reviewed here to assess how well this commitment has been met. 

The Bank’s commitment to keep future inflation at the 2 per 
cent target midpoint implies that inflation should be expected to 
average 2 per cent over extended periods. Indeed, the average 
annualized rate of inflation for the CPI excluding the effect of 
changes in indirect taxes (CPIxT)! has been 1.7 per cent since May 2001 
(Chart A1). 


Chart Al 
CPI Excluding the Effect of Changes in Indirect Taxes 


Average percentage change since May 2001, at annual rates 


Upper band for average inflation 
since May 2001 


Lower band for average inflation 
since May 2001 


With monetary policy systematically directed to moving infla- 
tion to 2 per cent over a six-to-eight-quarter horizon, most out- 
comes for 12-month inflation will be contained within a range of 
+/-1 per cent around this target midpoint. Therefore, in Chart A1, 


1. This measure is the focus here because the Bank’s policy actions do not try 
to offset the first-round effects of changes in indirect taxes. Because of 
increases in tobacco taxes, the average rate of inflation for the total CPI was 
1.9 per cent for the same period. 
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the range shown for May 2002 is +/-1 per cent around 2 per cent. 

- However, the width of the range containing the same frequency 
of inflation outcomes would decline over time when the average 
inflation rate is calculated over a longer period if there is no 
correlation between non-overlapping 12-month inflation rates 
(i.e., if deviations from target are truly random). In Chart A1, this 
characteristic is shown by the diminishing distance over time 
between the upper and lower bands. For more details, see Craw- 
ford (2001). 

Other approaches can be used to assess the predictability of 
inflation over horizons longer than one year. For instance, the 
annualized rate of CPIXT inflation over a two-year horizon has 
been within 1 per cent of the target 95 per cent of the time since 
May 2001 (Table A1). It has also been more tightly centred around 
the target midpoint than in the preceding period (from December 
1996 to April 2001). As a result, the average annual rates of change 
measured from December 1994 for CPIXT have been very close to 
2 per cent over most of the period from May 2001 to August 2004 
(Chart A2).* Correspondingly, measures of inflation expectations 
over horizons of two years have remained tightly clustered 
around the target midpoint. 


Table Al 
Annualized Inflation over Two-Year Horizons 
CPI excluding the effect of changes in indirect taxes (CPIXT) 


Percentage of time within a range 
around the target midpoint 


Range 


+/-0.7% +/-0.8% 


December 1996 to April 2001 62 81 


May 2001 to August 2004 90 95 


May 2002 to August 2004 96 100 


Monetary policy cannot keep inflation at exactly 2 per cent 
each month. Factors such as unexpected disturbances in aggregate 
demand and supply and large changes in the prices of volatile CPI 
components, such as energy, can move observed inflation above or 
below the target midpoint. Nonetheless, if the conduct of mone- 
tary policy is systematically focused on moving inflation towards 


2. December 1995 was the first month in which monetary policy had a target 
range with a midpoint of 2 per cent for the 12-month inflation rate. 
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the target midpoint, actual outcomes should be within the target 
range a high percentage of the time. Indeed, the 12-month rate of 
change of the CPIxT has been within the target range just under 
70 per cent of the time for the period under review, very close to 
the outcome for the preceding period from December 1995 to 
April 2001 (Table A2). Moreover, transitory price movements in 
the volatile components of CPIXT have been mainly responsible for 
the movements of the 12-month inflation rate that were outside 
the target range over this period, since the core rate of inflation 
has been within 1 per cent of the target midpoint only marginally 
less often than in the preceding period (Table A3).? Indeed, unusu- 
ally large fluctuations in the prices of energy commodities since 
May 2001 have contributed to somewhat more frequent, although 
temporary, movements in the 12-month inflation rate for the CPIXT 
outside the target range than was the case in the preceding period 
from December 1995 to April 2001. 


Chart A2 
CPI Excluding the Effect of Changes in Indirect Taxes 


Average percentage change since December 1994, at annual rates 


: 
es 


Upper band for average inflation 
since December 1994 


CPLEX: 


Lower band for average inflation 
since December 1994 


Magers 


1996 1997 1998 1999 2000 2001 2002 2003 2004 


3. This was due to a large increase in insurance premiums between the end of 
2001 and early 2003, which pushed the core rate of inflation temporarily 
above the upper limit of the target range at the end of 2002 and early 2003. 
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Table A2 
Percentage of Time 12-Month Inflation Was Within 
a Range Around the Target Midpoint 


CPI excluding the effect of changes in indirect taxes (CPIXT) 


Range 


+/-1.2% 


December 1995 to April 2001 85 


May 2001 to August 2004 70 


Table A3 
Percentage of Time Core Inflation (CPIX) Was Within 
a Range Around the Target Midpoint 


Range 


+/-0.8% 


December 1995 to April 2001 85 


May 2001 to August 2004 
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Overview adjustments in Canada. Largely re- i 
flecting the strength of global demand, | | FEB 212005 
world oil prices have risen well above \\ ’ 

the Bank’s earlier assumptions. The 
prices of non-energy commodities are 
at high levels, and the Canadian dollar 
has strengthened further, which places 
additional pressure on some sectors 
that are highly exposed to internation- 
al trade. 


The Canadian economy continues 
to adjust to major global develop- 
ments. These include a marked recov- 
ery in world economic growth and an 
associated increase in commodity pric- 
es; the growing global presence of ma- 
jor emerging-market economies, such 
as China and India; and a realignment 
of world currencies, including the 
Canadian dollar. Canadian monetary 
policy is facilitating the adjustment 
by aiming to keep inflation at its 
2 per cent target and the economy op- 
erating near its production capacity. 

Early in the year, with core infla- 
tion below target and excess supply in 
the economy, the Bank lowered its tar- 
get for the overnight interest rate to 
2 per cent to support growth in domes- 
tic demand. Given the appreciation of 
the Canadian dollar in 2003, the Bank 
did not expect net exports (the differ- 
ence between exports and imports) to 
make a material contribution to 
growth in aggregate demand in 2004 
and 2005. But, in fact, in the first half of 
this year, exports grew much more 
vigorously than anticipated. As a re- 
sult, the Canadian economy has 
moved up near its production capacity 
sooner than was projected in either the 
April Monetary Policy Report or the July 
Update. 

Recent developments have rein- 
forced the continuing need for economic 
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Highlights 


¢ The Canadian economy has moved up 
near its production capacity sooner than 
was projected. 


e The Canadian economy is projected to 
remain near its production capacity 
through to the end of 2006—growing by 
slightly less than 3 per cent in 2005 and 
by slightly more than 3 per cent in 2006. 


¢ Core inflation is projected to move up to 
2 per cent by the end of 2005. 


This base-case projection assumes 
further reduction of monetary stimulus 
over time to keep the economy near its 
production capacity and achieve the 
inflation target. 


¢ There are significant risks and uncer- 
tainties around this base case related to 
the adjustment to global developments. 
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Over the period to the end of 2006, 
the Bank’s base-case projection is for 
aggregate demand for Canadian goods 
and services to expand, on average, at 
about the same rate as potential out- 
put, which is estimated at 3 per cent. 
Given the effects of higher oil prices 
and the past appreciation of the Cana- 
dian dollar, the Bank projects growth 
to be slightly less than 3 per cent in 
2005 and slightly more than 3 per cent 
in 2006. 

With the economy expected to re- 
main near its production capacity 
throughout the projection period, core 
inflation is projected to move back up 
to 2 per cent by the end of 2005. 

Against this background, the Bank 
moved to reduce the amount of mone- 
tary stimulus in the economy by rais- 
ing its target for the overnight rate to 
2.25 per cent on 8 September and to 
2.50 per cent on 19 October. Further re- 
duction of monetary stimulus will be 
required over time to keep inflation on 
target, with the pace of interest rate in- 
creases depending on the Bank’s con- 
tinuing assessment of the prospects for 
factors that affect pressures on capaci- 
ty and, hence, inflation. 

The outlook for Canadian exports 
and imports is of particular signifi- 
cance in this respect, given the uncer- 
tainty associated with the ongoing 
adjustments to changes in the global 
economy, including changes in com- 
modity prices and exchange rates. The 
risks surrounding global economic 
prospects relate primarily to the evolu- 
tion of oil prices, the pace of expansion 
in China, the way in which current ac- 
count imbalances in the United States 
and East Asia will be resolved, and 
geopolitical developments. 


Recent Developments 


Canada’s real GDP grew at an an- 
nual rate of 3.7 per cent in the first half 
of 2004. This was stronger than project- 
ed in the April Report. A key compo- 
nent of this growth was a surge in 
exports. This reflected the strengthen- 
ing of global demand and a recovery 
from the unusually low level of ex- 
ports seen in 2003. Household spend- 
ing also grew vigorously, and business 
capital spending rose substantially. 
Recent indicators suggest that the 
economy grew at an annual rate of 
about 3 per cent in the third quarter 
of 2004. | 

Canadian firms have continued to 
adjust to developments in the global 
economy. There have been changes in 
the activity, employment, and capital 
spending plans of many companies, 
particularly those highly exposed to 
international competition. This adjust- 
ment process is still underway. None- 
theless, the Bank’s autumn Business 
Outlook Survey suggests that, overall, 
Canadian firms have remained confi- 
dent about their sales prospects, with 
firms in the West significantly more 
optimistic than those in Central and 
Eastern Canada. Investment intentions 
remain fairly high in most sectors, 
with manufacturing continuing to be 
an exception. 

The Canadian dollar has exhibited 
significant movements since the April 
Report and is currently about 7 per cent 
stronger against the U.S. dollar than it 
was then. Some of the factors contrib- 
uting to the appreciation of the Cana- 
dian dollar during this period include 
faster-than-expected economic growth 
in Canada, slower-than-expected growth 
in the United States, and firm prices for 
many commodities. 


Target range 


1995 


1996 


1997 


BANK OF CANADA MONETARY POLICY REPORT SUMMARY—OCTOBER 2004 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target midpoint 


2004 


1998 1999 2000 2001 2002 2003 


* CPI excluding the eight most volatile components and the effect of changes 
in indirect taxes on the remaining components 


With stronger growth in the first 
half of 2004 and with some upward 
revisions to GDP data for 2003, the 
Bank’s conventional measure of the 
output gap suggests that the Canadian 
economy had moved up near its pro- 
duction capacity by the middle of this 
year—earlier than had been anticipat- 
ed in the last Report. 

There is a wide confidence band 
around this measure. While some indi- 
cators are pointing to greater pressure 
on capacity, others suggest that there 
may be more economic slack than im- 
plied by the conventional measure. 
Overall, the Bank judges that this 
measure is giving a balanced view of 
how close the economy is to its pro- 
duction capacity. 

Capacity utilization varies across 
industries and regions, and some of 
these differences may well become 
more pronounced in the future as a re- 
sult of the ongoing adjustment proc- 
ess. However, there is currently little 
excess supply in the Canadian econo- 
my as a whole. 

The excess supply in the economy 
in 2003 and early 2004 contributed to 
keeping the core rate of inflation below 
target through the first eight months of 
this year. In August, core inflation was 
1.5 per cent, broadly in line with expec- 
tations set out in the April Report. 


Total consumer price inflation rose 
sharply above core CPI, mainly because 
of higher prices for gasoline and fuel 
oil. These, in turn, reflect movements 
in the world price of crude oil, which 
has risen well above the levels project- 
ed in either the April Report or the 
July Update, because of strong global 
demand and concerns about supply 
disruptions. 


Prospects for Growth and 
Inflation 


The global economy performed 
better than expected in the first half 
of 2004, and prospects remain positive 
as we look ahead. However, the recent 
sharp increase in oil prices is expected 
to dampen world economic growth. 
Assuming that oil prices average 
about US$50 per barrel next year and 
US$44 per barrel in 2006, as suggest- 
ed by prices in futures markets, the 
Bank’s base-case projection calls for 
U.S. economic growth to moderate 
from about 4 1/2 per cent in 2004 to 
about 3 3/4 per cent in 2005, before ris- 
ing to around 4 per cent in 2006. 

The U.S.-dollar prices of non-ener- 
gy commodities are expected to re- 
main at a relatively high level over the 
next two years as a result of the global 
economic expansion, but they are like- 
ly to ease over time as new sources of 
supply are developed. 

There are risks to the Bank’s base- 
case projection for the global economy. 
For 2005, there are both upside and 
downside risks to growth in the 
United States and China. As we look 
further ahead, the main uncertainties 
relate to the resolution of global im- 
balances, notably the current account 
imbalances in the United States and 
Asia, and to the timing and extent 
of fiscal consolidation in many indus- 
trial countries. 
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For Canada, the base-case outlook 
is for continued, though more moderate, 
expansion of exports. Ongoing strong 
growth in final domestic demand is ex- 
pected to help support a solid econom- 
ic expansion through 2006. Business 
investment is projected to strengthen 
further, and gains in real incomes 
should support consumer spending. 
Housing investment is expected to sta- 
bilize at current high levels. Import 
growth is likely to pick up, reflecting 
strong domestic demand and the con- 
tinued adjustment to the appreciation 
of the Canadian dollar. However, giv- 
en the various forces at play in the glo- 
bal economy, there are risks around 
our projections for imports and ex- 
ports, and for business investment. 

The aggregate impact of higher oil 
prices on the Canadian economy is 
expected to be slightly positive over 
the medium term, since the associated 
reduction in manufacturing exports 
and consumer spending should be 
offset by increased output and capital 
investment by energy-producing firms. 
But given the time necessary for regu- 
latory approval in many cases, and the 
potential for shortages of materials 
and labour, the positive impact of 
higher oil prices on energy-producing 
firms is likely to be limited in the short 
term. Thus, the Bank projects that high 
oil prices will be a small net drag on 
the economy in 2005. 


Overall, the Bank expects the Ca- 
nadian economy to grow, on average, 
at the 3 per cent annual growth rate 
of potential through to the end of 
2006. Given the effects of higher 
oil prices and the past appreciation 
of the Canadian dollar, the Bank 
projects growth to be slightly less than 
3 per cent in 2005 and slightly more 
than 3 per cent in 2006. This base-case 
scenario assumes further reduction of 
monetary stimulus over time to keep 
the economy near its production po- 
tential and achieve the inflation target. 

With the economy operating near 
potential over the projection period, 
we expect core inflation to move up 
from about 1 1/2 per cent in the fourth 
quarter of 2004 to the 2 per cent target 
by the end of 2005 and to stay there 
through 2006. The past appreciation of 
the Canadian dollar is expected to con- 
tinue to exert slight downward pres- 
sure on core inflation through 2005. 

Movements in crude oil prices 
will continue to dominate the outlook 
for total CPI inflation. Based on the 
assumption that prices will follow 
the path currently embedded in oil 
futures, the Bank projects that total 
inflation will rise to the top of the 1 to 
3 per cent target range in the first half 
of 2005, before falling slightly below 
core inflation in early 2006. 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 
The Report is based on information received up to the fixed announcement date on 19 October 2004. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting: Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: (613) 782-8248; e-mail: publications@bankofcanada.ca 
or visit our Web site: http: //www.bankofcanada.ca 
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